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DCAA CONTRACT AUDIT MANUAL

FOREWORD

The DCAA Contract Audit Manual (DCAA Manual 7640.1) is an official
publication of the Defense Contract Audit Agency (DCAA). It prescribes auditing
policies and procedures and furnishes guidance in auditing techniques for personnel
engaged in the performance of the DCAA mission.

All DCAA supervisory personnel should promote the study and use of the manual
by their audit staffs. Further, all DCAA personnel are encouraged to submit
recommendations for constructive changes or improvement to the manual.

The manual is designed to minimize the necessity of referring to other publications
for technical and procedural guidance; therefore, technical supplemental guidance or
instructions will not be issued by regional offices except as specifically authorized by
the Director, DCAA.
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JANUARY 1995 EDITION OF THE DCAA CONTRACT
AUDIT MANUAL — DCAAM 7640.1

NOTES ON SUBSTANTIVE CHANGES

For your convenience, the following is a list of all substantive changes to this edition
of the DCAA Contract Audit Manual (CAM). Each one is summarized in the notes
below and also highlighted in the text with a vertical bar in the margin.

Internal Controls

This CAM Edition reflects extensive revisions to improve DCAA’s policy and
procedures for understanding, evaluating, and reporting on contractor’s internal
control systems. This CAM also provides enhanced guidance on translating the review
of the contractor’s internal controls into the risk assessment and the substantive
testing plan. The following are the key changes:

300 ..o Includes additional audit planning considerations relat-
ing to the review of internal controls.

3300 ..o Provides guidance on using the new Internal Control
Audit Planning Summary sheets to summarize the
review of internal controls and the impact of the review
on the scope of other related audits.

5100 ... Includes the overall guidance on understanding, evaluat-
ing, and reporting on internal controls at major contrac-
tors and nonmajor contractors with internal control
systems. Also includes guidance on considering the
results of reviewing the contractor’s internal controls
when determining the scope of other related audits.

5-110 and ................... Includes guidance on reporting on the contractor’s

10-400 internal control systems.

S-111 i, Includes guidance on reviewing internal controls at
nonmajor contractors.

5300 to .......iveenvennnnnn, Provides specific guidance on understanding and ecvalu-

5-1200 ating internal controls for each of the ten major systems

usually found in the contract audit environment at
major contractors. New standard audit Progmms for
each of the ten systems are on the DIIS. Previous
sections of Chapter 5 were moved to the following
locations:

14-200 - Review of Progress Payments

14-500 Operations Audits and Other Func-
tional Reviews

14-600 - Review of Contractor Capital Invest-
ment Projects

14-700 - Review of Production Scheduling
and Control

DCAA Contract Audit Manual
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14-800 - Advance Cost Management Systems
15-700 - Review of Production Scheduling
and Control

5-1200 .....cooiiiiiiinnnnnn The previous CAM coverage on estimating system
reviews in 9-1100 was moved to 5-1200.

Chapter 6 ................... Includes several enhancements for considering the re-
sults of reviewing the contractor’s internal control
systems when developing the substantive testing plans.
As a result of these intermal control changes, the
following MRD is superseded:

94-PFD-088, 24 May 1994

The following are summaries of the other substantive changes included in this CAM
Edition, by CAM Chapter:

Chapter 1

1409 ..o Revises guidance on responding to requests by Members
of Con, and Congressional committees. (Also view
the video (SIFA-13), entitled DCAA Auditors and
Oversight Groups, which is available in the FAO
Training Library.)

Chapter 3
3200 ..oiiiiiiiiieieaeaas Clarifies and enhances guidance for briefing contracts
and requests for proposals/quotes.
Chapter 4
4600 ........ceviiiiiinianns Updates audit sampling guidance to reference the Elec-

tronic Selection Program (ESP) and eliminate reference
to the COSAM software package.

4702 ..o Expands guidance to include relations with DOJ trial
attorneys and civil investigations to be covered by Joint
Policy Memorandum No. 2. Adds civil investigative
demands as a class of documents to be safeguarded.

4703 .. Includes revised guidance regarding the responsibilities
of the Designatéd Agency Ethics icial.

4707 vt Adds guidance relating to contractor voluntary disclo-
sures,

By 1 | P Adds a new section relating to the Defense Hotline

requirements and procedures.

T By} e Adds a new section on providing assistance to the
suspension and/or debarment official in reviewing con-
tractor compliance with suspension and debarment
agreements.

DCAA Contract Andit Manual
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Chapter 5

L1 § 11 RO Includes guidance on assessing to the impact of internal
control deficiencies on contractor’s billings. Discusses
the auditor’s responsibilities for suspending costs or
recommending cost suspensions to the contracting offi-
cer. Related audit guidance is also included in 10-408
and 14-206.

Chapter 6

6-305 ..o Provides additional guidance on performing MAAR 13 -
Purchases Existence and Consumption at small, low risk
contractors. The following MRD is superseded:

92-PFD-188, 9 December 1992

6-414 .. ..o Provides additional guidance on reviewing executive
compensation.
6608 ......ooiiiiiniannn., Provides additional guidance on developing the sub-

stantive testing plan for the review of incurred costs.
The following MRD is superseded:

92-PFD-140, 16 September 1992

6608 ......ccenniriiiennnn. Adds definition of expressly unaliowable costs as used in
the penalty regulation. Adds guidance on using statisti-
cal sampling techniques to estimate costs subject to
penalty. Clarifies guidance on recommending penalties
on unallowable corporate costs. The following MRDs
are superseded:

94-PAD-069, 20 April 1994
94-PAD-060, 8 April 1994
93-PAD-235, 29 November 1993
92-PAD-179, 10 September 1993
92-PAD-195, 29 September 1993

6-706 ......ovvvniniinnnininns Clarifies guidance on the MAARS that can be per-
formed prior to the receipt of a certified incurred costs
submission. The following MRD is superseded:

94-OPD-061, 2 May 1994

6-709 and ................... Revises guidance on requesting and reviewing assist
6-800 audits on incurred subcontract costs as a result of
regional and field audit office recommendations.
Chapter 7
T-403 .. Adds guidance for the auditor to verify the cost of
assets.
7-1202 ...eeeiieenaen Clarifies guidance on the allowability of costs related to

air shows, special events, and trade shows. The follow-
ing MRD is superseded:

DCAA Contract Awdit Manual




o —— m —

f e e ey e

(16)

January 1995

93-PAD-064, 1 April 1993

7-1500 ...ccoviiiiiiiinnannn. Revises guidance to reflect the new IR&D and B&P

9-108, 9-206, ................
9-207, 9-209

9-605 .....oiiininiiinnnnes

allowability rules. The following MRDs are superseded:

92-PAD-202, 29 December 1992
94-PAD-007, 13 January 1994

Adds new guidance on the WARN act as it relates to
t%rminated contracts. The following MRD is supersed-
ed:

93-PAD-112, 7 June 1993

Provides guidance relating to application of discounts
for minority interest and lack of marketability for
contractor stock valuations when reviewing employee
stock ownership plans.

Incorporates guidance on the allowability of environ-
mental clean-up costs attributable to other potentially
responsible parties’ contamination. The following MRD
is superseded:

94-PAD-030, 23 February 1994

Chapter 8

Updates guidance to discuss the results of a recent
ASBCA case ruling that the G&A allocation base should
ingh:jde unallowable costs. The following MRD is super-
seded:

94-PAD-016, 1 February 1994

Chapter 9

Clarifies reporting guidance for ageed-upon procedures
and specified cost element reviews.

Updates guidance to show the extension of dates for the
class deviation from the FAR requirement to use the
Sgecial Tooling clause. The following MRD is supersed-
ed:

93-PAD-219, 8 November 1993

Updates guidance to reflect the revised FAR criteria
relating to the use of flexible progress payment rates.
Also includes guidance on using and reviewing data
input/output for the new CASH VI model.

Chapter 10

During the finalization of this CAM update, the Aﬁ%
adopted the new audit reg:rt format described in
94-PFD- 163, dated 26 September 1994. FAOs began
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using the new format 31 October 1994 ana sample audit
reports using the new guidance were added to the DCAA
Bulletin Board under the file name NUFORMAT.ZIP.

At this printing, Chapter 10 is only partly revised to
incorporate the new report format guidance (i.e., 10-
400). During the transition, auditors should adapt the
guidance in Chapter 10 to the reporting format in MRD
94-PFD-163 and the examples in NUFORMAT.ZIP.

Clarifies reporting guidance for agreed-upon procedures
and specified cost element reviews.

Adds guidance for reporting on subcontract costs when
the assist audits have not yet been received.

Chapter 11

Adds guidance on evaluating contractor estimates at
completion (EACs) during C/SCSC audits. The foliow-
ing MRD is superseded:

93-0AD-109, 3 June 1993

Chapter 13

Provides guidance on reviewing predetermined fixed
indirect expense rates at universities. The following
MRDs are superseded:

94-PFD-189, 7 November 1994
93-PFD-141, 20 July 1993

Updates guidance on DCAA responsibilities on accom-
plishing the general and specific requirements contained
in the OMB Circular A- 133 Compliance Supplement.
The following MRDs are superseded:

94-PFD-070, 22 April 1994
92-PFD-110, 27 July 1992

Provides guidance on accrual vs cash accounting at
ngnproﬁt nstitutions. The following MRD is supersed-
ed:

93-PFD-229, 17 November 1993

Adds Chax;_ge 5 to the OMB Circular A-21 cost princi-
ples. The following MRD is superseded:

93-PFD-165, 26 August 1993
Chapter 14
Clarifies guidance on the relevant date to begin comput-

inf interest on defectively priced subcontracts. The
following MRD is superseded:
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94-OPD-052, 4 April 1994

14-200 .....ooiiiiiiiiiinee Updates entire section based on ‘lessons learned* and
field recommendations. Stresses that the review of
progress payment requests should be based on the
strengths/weaknesses of the contractor’s billing system
internal controls. The following MRDs are superseded:

94-PFD-206, 23 November 1994
93-PAD-250, 20 December 1993

Chapter 15
15-105 .ooveiiiiiiinneees Enhances guidance on preparing the NASA Form 456 -
Notice of Contract Costs Suspended and/or Disap-
proved
Appendix A
A200 ..., Removes DAR, Section XV on the old contract cost

principles. The majority of incurred ceosts subject to
DAR have been audited and DAR is available in the
FAO library, if needed.

Appendix B
Appendix B ................. Updates entire Appendix based on ‘lessons learned‘ and

field recommendations. Incorporates concepts discussed
in related DCAI training courses.
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001
0-000

0-000 INTRODUCTION TO THE DCAA CONTRACT AUDIT MANUAL

0-001 Introduction

Introductory material is presented in
this section, along with an explanation of
certain terms and abbreviations used
frequently in this manual.

0-002 Purpose and Applicability of
the Manual

a. This manual is issued to provide
technical audit guidance, audit tech-
niques, audit standards, and technical
policies and procedures to be followed by
DCAA personnel in the execution of the
contract audit mission (see also 0-006).
The material in this manual is instruc-
tive. Reference to this manual should not
be made in audit reports or correspon-
dence addressed to offices other than
those of DCAA.

b. The procedural and audit guidance
in the manual is applicable to the audit of
all types of contracts. The auditor, how-
ever, must use professional Judgment in
(1) selectmg the procedures and tech-
niques best suited to the audit objectives,
and (2) determining the scope of the
audit in each instance.

0-003 Citation

The manual bears the title “DCAA
Contract Audit Manual.” It may be re-
ferred to as “CAM” and individual para-
gmphs may be cited as “CAM” followed

ph number; for example,
“CAM 1-103» but within the manual this
citation would be “1-103."

0-004 Numbering

a. Pages are numbered at the top of the
page as follows:
102

Chapter Number (or Appendix '
Letter).
Page Number.

b. Paragraphs are numbered as follows:
4-104

Chapter Number (Or |
Appendix Letter

Paragraph J

Section

Generally, paragraphs whose numbers
include a decimal (as 1-203.1 through 1-
203.4 are major, first-level subdivisions
of the basic paragraph subject (as 1-203)).

0-005 Revisions

The manual is reprinted in its entirety
on a semiannual basis in January and
July. There are no interim revisions be-
tween printings. Each semiannual publi-
cation will contain a synopsis of new
and/or revised material immediately fol-
lowing the Table of Contents.

0-006 Other DCAA Awdit Guidance

Memorandums for Regional Directors
(MRD:s) provide a mechanism for dis-
seminating audit éuldance which supple-
ments or revises CAM. Until incorporat-
ed in CAM, pertinent MRDs issued not
less than three months preceding the
publication date are listed by subject in
the Keyword Index of Audit Guidance
(AGKIS). In addition, an updated ‘st of
active audit guidance MRD:s is issued
quarterly. When using CAM, auditors
should consult the AGKIS ('1‘1-000) to
identify any MRDs which may change
guidance in the CAM text.

0-007 User Comments/Suggestions

User comments/suggestions are wel-
come. In addition, users are encouraged
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to report any errors noted in the manual.
Use DCAA Form 7640-15, User Reply
Sheet, and send it to:

Headquarters, DCAA )

Attention: Policy Formulation Divi-

sion

Bldg 4, Cameron Station

Alexandria VA 22304-6178

The User Reply Sheet may also be sent
Ei" lt;an to (703) 617-7452 or by cc:Mail to

0-008 Explanation of Terms and
Abbreviations

DCAA—The Defense Contract Audit
Agency.

Director—Director, DCAA.

Headquarters—Headquarters, DCAA.

DoD—The Department of Defense.

Regional office—The DCAA office
having responsibility for all DCAA
audit offices and auditors within a
specified geographical area. Each is
headed by a regional director and is
the only orgamizational echelon be-
tween Headquarters and the field
audit offices. Within each regional
office, a particular regional audit
manager exercises line authority
over designated field audit offices.

Field audit office (FAO)—A DCAA
teem  which encompasses both
branch offices and resident offices. It
does not include regional offices.

Resident office—The field audit office
having responsibility for the DCAA
mission, generally at one contractor
location, and physically located at
the contractor’s plant.

Branch office—The field audit office
having responsibility for the DCAA
mission for all contractor locations
in a designated area except those
assigned to a resident office.

Auditor—An auditor performing the
contract audit function of DCAA.
Procurement liaison auditor
(PLA)—A DCAA auditor assigned

January 1995

responsibility for coordinating con-
tract audit matters with a procure-
trpent or contract administration of-
ice.

Assignment Code—The smallest scope
of audit review which may be sepa-
rately programmed, including a five-
digit identifier, a title and a scope
statement or the five-digit number
recognized by the DCAA FMIS as
specifying a discrete audit scope.

Audit Area—A set of interrelated in-
ternal controls or elements of risk
within one of the four major expense
groupings.

Major Expense Grouping—An element
of the contractor’s cost accounting
system. The four major groupings
presently in use are: General Con-
trols (accounting and estimating sys-
tems, balance sheet, and income ac-
counts); Direct Labor; Direct Mate-
rial; and Indirect Expense.

Subarea—An element of internal con-
trol or risk within an audit area. For
example, the audit area E.1, Special
Purpose Reviews within the major
expense grouping Indirect Expense is
further analyzed through the subar-
eas Insurance, Pensions, Cost Alloca-
tion Bases, IR&D/B&P, and Other
Audits.

Workpackage—Any combination of
predefined scopes of work pro-

med separately on the
ACS/MIS. It can include:

* A single assignment code.

* Two or more assignment codes.

* An audit area or subarea (some su-
bareas contain only a single assign-
ment code).

* A major expense grouping.

* All direct costs or all indirect costs.

* All costs included in the submission.

This manual also uses definitions stat-
ed in Federal Acquisition Regulation
(FAR) and DoD FAR Supplement
(DFARS) Part 202.
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List of Acronyms and Abbreviations

Architect-Engineer

Advanced Cost Management Systems
Administrative Contracting Officer
Accelerated Cost Recovery System

Air Force Audit Agency

Agency for International Development
American Institute of CPAs

Agency Management Information System
Armed Services Board of Contract Appeals

Bid & Pro‘posa.l

Board(s) of Contract Appeals

Basic Ordering Agreement(s)

Contract Audit Coordinator (DCAA)

Corporate/Home Office ACO

Contract Audit Closing Statement(s) (DCAA)

Computer-Aided Design & Manufacturing

Cost Analysis Improvement Group (DoD)

Contract Audit Manual (DCAA)

Cost Accounting Standard(s)

Contractor Cost Data Report(s)/ing

Contractor Employee Compensation System Review

Contract Funds Status Report(s)/ing

Contractor Fiscal Year

Corporate Home Office Auditor (DCAA)

Contractor Insurance/Pension Review

Contracting Officer

Common Business-Oriented Language (EDP)

Corps of Engineers (Army)

Certified Public Accountant(s)

Cost-Plus-Award-Fee (Contract)

Cost-Plus-Fixed-Fee (Contract)

Cost-Plus-Incentive-Fee (Contract)

Cost Performance Report(s)/ing

Contractor Purchasing System Review

Central Processing Unit (EDP)

Contractor Risk Assessment Guide

Cost/Schedule Control System Criteria

Civil Service Reform Act

Cost/Schedule Status Report(s)/ing

Calendar Year

Defense Acquisition Circular

Defense Acquisition Regulation

Defense Contract Audit Agency Instruction

Defense Contract Audit Agency Manual

Defense Contract Audit Agency Pamphlet

Defense Contract Audit Agency Regulation

Defense Contract Audit Institute

Defense Contract Management Area Operations

Defense Contract Management Command

Defense Contract Management District

DoD Federal Acquisition Regulation Supplement

ment of Health & Human Services

AA Integrated Information System

General Counsel (DCAA Hqs)
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Defense Logistics Agency
Defense Logistics Agency Manual
Department of Defense Directive
Department of Defense Instruction
Department of Defense Inspector General
Department of Energy
Department of Justice
Department of Labor

})a.rtment of Transportation

Defense Plant Representative Offices
Estimate At Completion (Cost)
Electronic Data Processing (Computer(s))
Equal Employment Opportunity
Equal Employment Opportunity Commission
Economic Price Adjustment
Environmental Protection Agency
Employee Retirement Income Security Act (1974)
Employee Stock Option Plan
Estimating System Survey
Estimate to Complete (Cost)
Federal Acquisition Circular
Federal Acquisition Regulation
Financial Accounting Standards Board
First Article Testing
Federal Contracts Report (BNA)
Federal Contract Research Center(s)
Federal Emergency Management Agency
Federal Energy Regulatory Commission
Firm-Fixed-Price (Contract)
Federally Funded R&D Center(s)
Federal Insurance Contributions Act
Federal Labor Relations Authority
Fair Labor Standards Act
FAO Manafement Information System
Forei|
For Official Use Only
Fixed-Price Incentive (Contract)
Fixed-Price Redeterminable (Contract)

Forward Pricing Rate ment(s)
Federal Unemployment Tax Act
Fiscal Year

General & Administrative (Expense)

Generally Accepted Accounting Principles
Generally Accepted Auditing Standards

Group Audit Coordinator (DCAA)

Generally Accepted Govt. Auditing Standards (GAO)
General Accounting Office

Governmental Accounting Standards Board
Government Bill of Lading
Government-Furnished Aeronautical Equipment
Government-Furnished Material
Government-Furnished Property
Government-Owned, Contractor-Operated (Plant)
Government Prmtmg Office

General Services Administration

Internal Control Audit Planning Summary
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Internal Control Questionnaire

Inspector General

Institute of Internal Auditors

Industrial Plant Equipment

Independent Research & Development (Cost)
Internal Revenue Code

Internal Revenue Service

Job Control Language (EDP)

Joint Travel Regulation

Mandatory Annual Audit Requirement(s)

U.S. Army Missile Command

Memorandum of Understanding
Memorandum for Regional Directors (DCAA)
Matl. Requirement Planning (Inventory Control Sys)
Major Weapon System

National Aeronautics and Space Administration
National Guard Bureau (DoD)

Nuclear Regulatory Commission

Special Audits Division (DCAA Hgs)

Audit Liaison Division (DCAA Hgs)

Office of Federal Procurement Policy (OMB)
Office of the Inspector General

Office of Management and Budget

Office of Naval Research

Audit Programs Division (DCAA Hgs)

DoD Operations Security Program

Manager, TSC

Workload and Trends Analysis Division (DCAA Hgs)
Principal ACO

Accounting Policy Division (DCAA Hgs)
Performance Based Incentive System
Procuring Contracting Officer

Cost Accounting Standards Division (DCAA Hags)
Plantwide Data Report

Policy Formulation Dmsnon (DCAA Hgs)
Manager, DCAI

Public Law

Policy Liaison Division (DCAA Hgs)

Price Negotiation Memorandum

Program Objectives Document (DCAA)
Process Contract Administration Services (DLA)
Production Scheduling & Control

Research & Development (Cost)

Regional Audit Manager

Regional Director

Request(s) for Proposal(s)

Statement on Auditing Standards (AICPA)
Securities & Exchange Commission

Standard Form

Suspected Irregular Conduct

Synopsis Information System(s) (DCAA)
Time and Material (Contract)

Total Business System Review (ONR)
Termination Contracting Officer

Tax Equity and Fiscal &amlblllty Act
Tax Reduction Act Stock ership Plans
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TSC
U.S.C.

VLSI
w/P
WBS
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Technica! Services Center, Memphis

United States Code

Vulnerability Assessment Procedure(s) (DCAA)
Very Large Scale Integration

Working Papers

Work Breakdown Structure(s)

W/P Exhibits & Rate Schedules (DCAA)
Workpackage Risk Assessment Procedure (DCAA)
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1-000

CHAPTER 1

1-000 INTRODUCTION TO CONTRACT AUDIT

1-001 Scope of Chapter

This éhapter introduces the chapters
and appendixes which follow. It provides
information on the contract audit mis-

sion; responsibilities of DCAA and the
contract auditor; and the relationships of
DCAA to other Department of Defense
components, other government agencies,
and contractors.

1-100 Section 1 — Establishment and Responsibilities of DCAA

1-101 Introduction

This section describes the establish-
ment, responsibilities, and inter-organi-
zational relationship of DCAA.

1-102 Establishment and
Responsibilities

a. The Defense Contract Audit Agency
was established by a directive of the
Department of Defense for the purpose
of performing all contract auditing for
the Department of Defense (DoD) and
providing accounting and financial advi-
sory services, in connection with the
negotiation, administration and settle-
ment of contracts and subcontracts, to all
DoD procurement and contract adminis-
tration activities. DCAA also furnishes
contract audit service to other govern-
ment agencies (see 1-302b.).

b. The role of the auditor is advisory,
except that on cost-type contracts the
auditor is required to comply with specif-
ic contract provisions. Procedures for
s6uch compliance are discussed in Chapter

¢. Although the detection of fraud or
similar unlawful activity is not a primary
function of contract audit, the auditor
must constantly be alert for situations or
transactions that may be indicative of
such activity. When fraud or similar
unlawful activity is suspected, the auditor
shall be guided by 4-700.

1-103 Relationships — DCAA and
the Office of the Secretary of Defense

DCAA is a separate agency of the
Department of Defense under the direc-
tion, authority, and control of the Assis-

tant Secretary of Defense (Comptroller).
Supplement 1-1S1 contains the Agency
charter, DoD Directive 5105.36.

1-104 Nature of Contract Auditing

1-104.1 Introduction

_ The following paragraphs state the ob-
jective of contract auditing and in broad
terms how the objective is accomplished.

1-104.2 Contract Audit Objective

a. The purpose of contract auditing is
to assist in achieving prudent contracting
by providing those responsible for gov-
ernment procurement with financial in-
formation and advice relating to contrac-
tual matters and the effectiveness, effi-
ciency, and economy of contractors’ op-
erations. Contract audit activities include
providing professional advice on ac-
counting and financial matters to assist
in the negotiation, award, administra-
tion, repricing and settlement of con-
tracts. Audit interest encompasses the
totality of the contractor’s operations,
and reviews are performed to assure the
existence of adequate controls which will
prevent or avoid wasteful, careless, and
mefficient practices by contractors.
These reviews include the evaluation of a
contractor’s policies, procedures, controls
and actual performance, identifying and
evaluating all activities which either con-
tribute to, or have an impact on, pro-
posed or incurred costs of government
contracts. Areas of concern to the auditor
include the adequacy of contractor’s poli-
cies, procedures, practices, and internal
controls relating to accounting, estimat-
ing, and procurement; the evaluation of
contractors’ management policies and
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decisions affecting costs; the accuracy
and reasonableness of contractors’ cost
representations; the adequacy and reli-
ability of contractors’ records for govern-
ment-owned property; the financial capa-
bilities of the contractor; and the appro-
priateness of contractual provisions hav-
ing accounting or financial significance.
The auditor should recommend such
changes as the examination discloses to
be warranted. The terms “audit review”
and “audit” refer to examinations by
contract auditors of contractors’ state-
ments of costs to be incurred (cost esti-
mates) or statements of cost actually
incurred to the extent deemed appropri-
ate by the auditors in the light of their
experience with the contractors and rely-
ing upon their appraisals of the effective-
ness of the contractors’ policies, proce-
dures, controls, and practices. Such audit
reviews or audits may consist of desk
reviews, test checks of a limited number
of transactions, or examinations in depth
at the discretion of the auditors.

b. To accomplish the objective of con-
tract auditing, the auditor must examine
or develop sufficient evidence to support
a valid opinion of the extent to which
costs or estimates contained in a contrac-
tor’s claim or proposal are (1) reasonable
as to nature and amount, (2) allocable,
and measurable by the application of
duly promulgated cost accounting stan-
dards, and (3) generally accepted ac-
counting principles and practices appro-
priate to the particular circumstances;
and (4) in accordance with applicable
cost limitations or exclusions as stated in
the contract or in FAR. The auditor will
find it extremely useful at the onset of the
examination, in planning the audit pro-
gram and approach to review the contrac-
tor’s accounting nomenclature, chart of
accounts, accounting manuals and finan-
cial statements. It should, however, be
recognized that professional opinions
and conclusions on the acceptability of
contract costs must be based on the
auditor’s knowledge of the contractor’s
classification practices and the actual
nature of the expenditures charged to the
various accounts and classifications. This
knowledge is best gained by selective
testing of transactions recorded in the
various accounts.
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¢. The auditor shouid at all times be
alert to any matters that m?ly affect the
government’s prudent and efticient man-
agement of its procurement program.
When the auditor becomes aware of the
need for improved government practices,
the appropriate office should be advised
and, to the maximum extent feasible, the
corrective measures should be recom-
mended in the audit report.

d. In performing normal auditing pro-
cedures in connection with any type of
examination, auditors should be alert for
indications of excessive contract prices or
profits and for evidence of overcharges or
inadequate compensation to the govern-
ment. If the auditor finds an indication of
such a condition, he or she should discuss
it with the supervisor to decide whether
further review is warranted and whether
the condition is properly reportable as
one involving (1) suspected fraud or
other similar irregularities (4-700); (2)
defective pricing (14-100); or (3) solicita-
tion of a voluntary refund (4-800). Guid-
ance for determining which of the above
reporting procedures should be used is
contained in the referenced paragraphs.
If the condition is not reportable under
the foregoing guidance, a report stating
the pertinent facts should nevertheless be
submitted to Headquarters, DCAA, At-
tention: Deputy Assistant Director, Op-
erations.

e. FAR 52.215-22 prescribes the inser-
tion of a “defective pricing” clause which
accords the government a contractual
basis for reducing the contract price
under certain conditions. When, after
contract execution, it is learned that the
contract price was negotiated on the basis
of cost or pricing data furnished by the
contractor that was incomplete, inaccu-
rate or not current, the contracting officer
may reduce the contract price. Guidance
concerning the auditor’s role in this area
is stated 1in Chapter 14.

f. FAR 52.230-2 prescribes the inser-
tion into contracts and subcontracts of a
*cost accounting standards” clause which
requires certain contractors or subcon-
tractors to disclose in writing their cost
accounting practices, to follow the dis-
closed practices consistently, to comply
with duly promulgated cost accounting
standards, and to agree to contract price
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adjustment for any increased cost to the
government as a1 sult of the contractor’s
failure to comply with applicable cost
accounting standards. Guidance concern-
ing the auditor’s role with respect to cost
gccounting standards is stated in Chapter

.g. FAR 16.102(c) provides that the
cost-plus-a-percentage-of-cost system of
contracting shall not be used by the
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government for any prime contract; or
allowed to be used in any chain of cost or
redeterminable subcontracts, unbroken
by a firm fixed-price subcontract. If such
a contract or subcontract is encountered,
the entire cost, including the amount
representing the percentage added, will
be disapproved under cost-type contracts
and recommended for nonacceptance un-
der fixed-price redeterminable contracts.
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1-1S1 Supplement — DoD Directive 5105.36 — Defense Contract Audit
Agency Charter

(Updated through Change 1, 17 March 1983)

June 8, 1978
NUMBER 5105.36

ASD(C)

Department of Defense Directive

SUBJECT Defense Contract Audit Agency

References: (a) DoD Directive 5105.36, "Defense Contract
Audit Agency,” June 9, 1965 (hereby cancelled)
(b) DoD Directive 5000.19, "Policies for the
Management and Control of Information
Requirements,” March 12, 1976

[Text reformatted for CAM publica- tiation, administration, and settlement of

tion] contracts and subcontracts. ]
2. Provide contract audit service to
A. PURPOSE other government agencies as appropri-
’ ate.

Pursuant to authority vested in the ¢, ORGANIZATION AND
Secretary of Defense under the provi- ) MANAGEMENT
sions of title 10, United States Code, this
Directive reissues reference (a) and estab- 1. DCAA is established as a separate
lishes the Defense Contract Audit Agency agency of the Department of Defense
(hereafter referred to as “DCAA™) with under the direction, authority and con-
responsibilities, functions, authorities, trol of the Assistant Secretary of Defense

and relationships as outlined below. (Comptroller). It shall consist of a Direc-
tor and such subordinate organizational
B. MISSION elements as are established by the Direc-
tor within resources authorized by the

DCAA shall: Secretary of Defense.

. 2. No separate contract audit organiza-

1. Perform all necessary contract audit ;.0 independent of the DCAA shall be

for the Department of Defense and pro-  egaplished in the Department of De-
vide accounting and financial advisory fence.

services regarding contracts and subcon-
tracts to all Department of Defense com- D, RESPONSIBILITIES AND

ponents responsible for procurement and FUNCTIONS
contract administration. These services
will be provided in connection with nego- The Director, DCAA shall:
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1. Organize, direct, and manage the
DCAA and all resources assigned to the
DCAA.

2. Assist in achieving the objective of
prudent contracting by providing DoD
officials responsible for procurement and
contract administration with financial
information and advice on proposed or
existing contracts and contractors, as
appropriate.

3. Audit, examine and/or review con-
tractors’ and subcontra irts’ accounts,
records, docume and udher evidence;
systems of inter  :ontrol; accounting,
costing, and genc..' business practices
and procedures; to the extent and in
whatever manner is considered necessary
to permit proper performance of the
other functions described in 4 through 12
below.

4. Examine reimbursement vouchers
received directly from contractors, under
cost-type contracts, transmitting those
vouchers approved for payment to the
cognizant Disbursing Officer and issuing

AA Form 1, “Notice of Contract
Costs Suspended and/or Disapproved,”
with a copy to the cognizant contracting
officer, with respect to costs claimed but
not considered reimbursable. In addition,
the contracting officer may direct the
issuance of AA Form 1, “Notice of
Contract Costs Suspended and/or Disap-
proved,” with respect to any cost which
he has reason to believe should be sus-
pended or disapproved.

5. Provide advice and recommenda-
tions to procurement and contract ad-
ministration personnel on:

a. Acceptability of costs incurred under
redeterminable, incentive and similar
type contracts.

b. Acceptability of incurred costs and
estimates of cost to be incurred as repre-
sented by contractors incident to the
award, negotiation, modification,
change, administration, termination, or
settlement of contracts.

¢. Adequacy of financial or accounting
aspects of contract provisions.

d. Adequacy of contractors’ accounting
and financial management systems, ade-
quacy of contractors’ estimating proce-
dures and adequacy of property controls.

6. Assist responsible procurement or
contract administration activities in their
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surveys of the purchasing-procurement
systems of major contractors.

7. Direct audit reports to the govern-
ment management level having authority
and responsibility to take action on the
audit findings and recommendations.

8. Cooperate with other appropriate
Department of Defense components on
reviews, audits, analyses, or inquiries
involving contractors’ financial position
or financial and accounting policies, pro-
cedures, or practices.

9. Establish and maintain liaison audi-
tors as appropriate at major procuring
and contract administration offices.

10. Review General Accounting Office
reports and proposed responses thereto
which involve significant contract or con-
tractor activities for the purpose of assur-
ing the validity of appropriate pertinent
facts contained therein.

11. In an advisory capacity, attend and
participate, as appropriate, in contract
negotiation and other meetings which
contract cost matters, audit reports, or
related financial matters are under con-
sideration.

12. Provide assistance, as requested in
the development of procurement policies
and regulations.

13. Perform such other functions as the
Assistant Secretary of Defense (Comp-
troller) may from time to time prescribe.

E. AUTHORITY

The Director, DCAA, is specifically
delegated authority to:

1. Have free and unrestricted access to
and direct communication with all ele-
ments of the Department of Defense and
other executive departments and agen-
cies as necessary.

2. Establish Defense Contract Audit
Agency facilities using appropriate estab-
lished physical facilities and services of
other DoD components whenever practi-
cable to achieve maximum efficiency and
economy.

3. Obtain such information, consistent
with the policies and criteria of DoD
Directive 5000.19, (reference (b)) advice,
and assistance from DoD components as
he deems necessary.
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_ 4. Exercise the administrative authori-
ties contained in enclosure | of this
Directive.

F. RELATIONSHIPS

1. In the performance of his functions,
the Director, DCAA shall:

a. Maintain appropriate liaison with
other components of the DoD, other
agencies of the Executive Branch, and the
General Accounting Office for the ex-
change of information and programs in
the field of assigned responsibilities.

b. Make full use of established facilities
in the Office of the Secretary of Defense,
other DoD components, and other gov-
ernmental agencies rather than unneces-
sarily duplicating such facilities.

¢. The military departments and other
DoD components shall provide support,
within their respective fields of responsi-
bility, to the Director, DCAA to assist in
carrying out the assigned responsibilities
and functions of the Agency. Program-
ming, budgeting and financing for such
support will be in accordance with poli-
cies and procedures prescribed by the
Assistant Secretary of Defense (Comp-
troller).
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2. Procurement and contract adminis-
tration activities of the DoD components
shall utilize audit services of the DCAA
to the extent appropriate in connection
with the negotiation, administration, and
settlement of contract payments and
prices which are based on cost (incurred
or estimated), or on cost analysis.

G. ADMINISTRATION

1. The Director, DCAA, shall be a
civilian selected by the Secretary of De-
fense.

2. The appointment of other personnel
to the Agency will be subject to the
approval of the Director, DCAA.

3. DCAA will be authorized such per-
sonnel, facilities, funds, and other admin-
istrative support as the Secretary of De-
fense deems necessary.

H. EFFECTIVE DATE

This Directive is effective immediate-
ly.

Deputy Secretary of Defense

Enclosure - 1|
Delegations of Authority

Encl. 1, DoD Instruction 5105.36
DELEGATIONS OF AUTHORITY

Pursuant to the authority vested in the
Secretary of Defense, and subject to his
direction, authority, and control, and in
accordance with DoD policies, directives,
and instructions, the Director, DCAA,
or, in the absence of the Director the
person acting for him, is hereby delegated
authority as required in the administra-
tion and operation of DCAA to:

1. Exercise the powers vested in the
Secretary of Defense by 5 U.S.C. 301,
302(b) and 3101 pertaining to the em-
ployment, direction and general adminis-
tration of DCAA civilian personnel.

2. Fix rates of pay for wage board
employees exempted from Civil Service
classification by 5 U.S.C. 5102(cX7) on
the basis of prevailing rates for compara-
ble jobs in the locality where each instal-
lation is located.

3. Establish advisory committees and
employ part-time advisers pursuant to
the provisions of 10 U.S.C. 173, 5 US.C.
3109(b), the Federal Advisory Commit-
tee Act, and the Agreement between the
Department of Defense (DoD) and the
Civil Service Commission on employ-
ment of experts and consultants, dated
March 14, 1975.

4, Administer oaths of office incident
to entrance into the Executive Branch of
the Federal Government or any other
oath required by law in connection with
employment therein, in accordance with
the provisions of 5 U.S.C. 2903, and
designate in writing, as may be necessary,
officers and employees of DCAA to per-
form this function.

5. Establish a DCAA Incentive Awards
Board and pay cash awards to, and incur
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necessary expenses for the honorary rec-
ognition of civilian employees of the
government whose suggestions, inven-
tions, superior accomplishments or other
personal efforts, including special acts or
services, benefit or affect DCAA or its
subordinate activities in accordance with
the provisions of 5 U.S.C. 4503 and Civil
Service Regulations.

6. In accordance with the provisions of
5 U.S.C. 7532; Executive Order 10450,
dated April 27, 1953, as amended; and
DoD Directive 5210.7, “Department of
Defense Civilian Applicant and Employ-
?eé 66Security Program,” September 2,

a. Designate any position in DCAA as
a “sensitive” position;

b. Authorize, in case of an emergency,
the appointment of a person to a sensi-
tive position in the Agency for a limited
period of time for whom a full field
investigation or other appropriate inves-
tigation, including the National Agency
Check, has not been completed; and

c. Authorize the suspension, but not to
terminate the services of an employee in
the interest of national security in posi-
tions within DCAA.

7. Clear DCAA personnel and such
other individuals as may be appropriate
for access to classified Defense material
and information in accordance with the
provisions of DoD Directive 5210.8,
“Policy on Investigation and Clearance
of DoD Personnel for Access to Classi-
fied Defense Information,” February 15,
1962, and of Executive Order 11652,
dated March 8, 1972, as amended.

8. Act as agent for ‘the collection and
payment of employment taxes imposed
by Chapter 21 of the Internal Revenue
Code of 1954 and, as such agent, make all
determinations and certifications re-
quired or provided for under Section
3122 of the Internal Revenue Code of
1954 and Section 205(p)(1) and (2) of the
Social Security Act, as amended (42
U.S.C. 405(p)(1) and (2)) with respect to
DCAA employees.

9. Authorize and approve overtime
work for DCAA civilian officers and
employees in accordance with the provi-
sions of the Federal Personnel Manual
Supplement 990-1, Section 550.111.

10. Authorize and approve:
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a. Travel for DCAA civilian officers
and employees in accordance with Joint
Travel Regulations, Volume 2, DoD Ci-
vilian Personnel,;

b. Temporary duty travel only for
military personnel assigned or detailed to
DCAA in accordance with Joint Travel
Regulations, Volume 1, Members of Uni-
formed Services; and

c. Invitational travel to persons serving
without compensation whose consultive,
advisory or other highly specialized tech-
nical services are required in a capacity
that is directly related to, or in connec-
tion with DCAA activities, pursuant to
the provisions of 5 U.S.C. 5703.

11. Approve the expenditure of funds
available for travel by military personnel
assigned or detailed to DCAA for ex-
penses incident to attendance at meetings
of technical, scientific, professional or
other similar organizations in such in-
stances where the approval of the Secre-
tary of Defense or his designee is re-
quired by law (37 US.C. 412). This
authority cannot be redelegated.

12. Develop, establish and maintain an
active and continuing Records Manage-
ment Program, pursuant to the provi-
sions of Section 506(b) of the Federal
Records Act of 1950 (44 U.S.C. 3102),
the Freedom of Information Act Program
(5 US.C. 552) and the Privacy Act
Program (5 U.S.C. 552a).

13. Establish and use Imprest Funds
for making small purchases of material
and services other than personal for
DCAA when it is determined more ad-
vantageous and consistent with the best
interests of the government, in accor-
dance with the provisions of DoD In-
struction 5100.71, “Delegation of Au-
thority and Regulations Relating to Cash
Held at Personal Risk Including Imprest
Funds,” March 5, 1973, and the Joint
Regulation of the General Services Ad-
ministration/Treasury Department/
General Accounting OfTice, entitled ““For
Small Purchases Utilizing Imprest
Funds.”

14. Authorize the publication of adver-
tisements, notices or proposals in news-
papers, magazines or other public period-
icals as required for the effective admin-
istration and operation of DCAA (44
U.S.C. 3702).
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15. Establish and maintain appropriate
Property Accounts for DCAA and ap-
point Boards of Survey, approve reports
of survey, relieve personal liability, and
drop accountability for DCAA property
contained in the authorized Property
Accounts that has been lost, damaged,
stolen, destroyed or otherwise rendered
unserviceable, in accordance with appli-
cable laws and regulations.

16. Promulgate the necessary security
regulations for the protection of property
and places under the jurisdiction of the
Director, DCAA, pursuant to subsections
IIL.A. and V.B. of DoD Directive 5200.8,
“Authority of Military Commanders un-
der the Internal Security Act of 1950 to
Issue Security Orders and Regulations for
the Protection of Property or Places
uggsr Their Command,” August 20,
1954,

17. Establish and maintain, for the
functions assigned, an appropriate publi-
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cations system for the promulgation of
common supply and service regulations,
instructions, and reference documents,
and changes thereto, pursuant to the
policies and procedures prescribed in
DoD Directive 5025.1, “Department of
Defense Directive System,” November
18, 1977.

18. Enter into support and vice
agreements with the Military Depart-
ments, other DoD agencies, or other
government agencies as required for the
effective performance of responsibilities
and functions assigned to DCAA.

The Director, Defense Contract Audit
Agency, may redelegate these authorities,
as appropriate, and in writing, except as
otherwise specifically indicated above or
as otherwise provided by law or regula-
tion.

This delegation of authorities is effec-
tive immediately.
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1-200 Section 2 — Relationships with the General Accounting Office

1-201 Introduction

This section contains procedures and
guidance on (1) granting the General
Accounting Office access to DCAA audit
records and files, (2) submitting informa-
tion and comments to Headquarters for
preparing replies to General Accounting
Office (GAO) reports, (3) coordinating
DCAA and GAO activities to ensure
effective working relationships, and (4)
coordinating DCAA and GAQO perfor-
mance of postaward audits of cost or
pricing data for possible defective pric-
ng.

1-202 Relationship — DCAA and
General Accounting Office

a. The GAO has broad authority for
conducting audits and investigations to
enable the Comptroller General, as an
agent of Congress, to determine whether
executive departments and government
agencies properly discharge their finan-
cial responsibilities. In connection with
the audit of the procurement function,
the GAQ is granted access to contractors’
records by law and by contract provi-
sions. DoD personnel at all levels will
cooperate fully with representatives of
the General Accounting Office.

b. The Policy Liaison Division (PLD)
monitors and coordinates all GAO mat-
ters in accordance with DoDD No.
7650.3, Followup on General Accounting
Office, DoD Inspector General, Internal
Audit, and Internal Review Reports; No.
7650.1, General Accounting Office Ac-
cess to Records; and No. 7650.2, General
Accounting Oftice Audits and Reports.

1-203 GAO Access to Audit Records
and Files

a. When requested by GAO furnish
audit reports and associated working pa-
pers in accordance with DoDD 7650.1,
General Accounting Office Access to
Reccrds, and DCAAR Number 5205.1,
DCAA Information Security Program,
and the ’procedures below. Advance ap-
proval of regional offices or Headquar-

ters is not required, provided that the
GAO has notified the Secretary of De-
fense and DCAA of the review and held
an lentrance conference with DoD offi-
cials.

b. Do not furnish non-DoD agency
reports, military department reports,
non-DoD Inspector General reports, or
criminal investigation organization re-
ports (including the FBI) unless approved
by DCAA Headquarters. This restriction
also applies to summaries of such reports.

¢. Promptly submit pertinent informa-
tion to the regional office and Headquar-
ters, Attn: PLD. Identify the information
furnished to GAO.

1-203.1 Access to Audit Records and
Files on Completed Audits

a. When requested, grant GAO repre-
sentatives unlimited access to audit rec-
ords and files applicable to completed
audits. This includes access to files on all
types of system surveys, audit programs,
working papers, correspondence on cost
allowances, notices of cost suspended or
disapproved, contracts, and audit re-
ports.

b. Cooperate with GAO representa-
tives by providing copies of existing
documents and, to a reasonable extent,
completing questionnaires. Refer GAO
requests for data which require the prepa-
ration of extensive analyses or schedules
to Headquarters, Attn: PLD.

¢. Encourage the GAO representatives
to perform their analytical effort on site,
both to mirimize the use of DCAA
resources and to enable the auditor to
explain or clarify data if required.

1-203.2 Access to Audit Records and
Files on Incomplete Andits

Resolve requests for access to records
and tii ;s applicable to incomplete audits
with the GAOQO representatives on an
individual case basis. Make every effort
to dissuade the GAO representative from
examining records and files on incom-
plete audits, because any audit conclu-
sions included therein are tentative. They
do not represent the official position of
DCAA until the audit is completed and
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the report issued. This does not preclude
granting the GAO access to any factual
data contained in the records or files.

1-203.3 Access to Records on Replies to
GAO Reports

Refer GAO requests for access to cop-
ies of correspondence or memorandums
prepared to assist DCAA Headquarters
and military departments or agencies in
the formulation of an official reply to a
GAO draft report or final report to
Headquarters, Attn: PLD. This informa-
tion requires special consideration be-
cause it does not represent the final
position of DCAA or the military depart-
ment or agency concerned with the re-
port.

1-204 Replies to General Accounting
Office Reports

a. GAO reporting on defense contract-
ing is primarily accomplished through (1)
reports (draft and final) issued by its
headquarters office and addressed to the
Secretary of Defense, the Secretaries of
the Military Departments, or heads of
Defense agencies; (2) letter reports issued
by GAO regional offices directly to offi-
cials of field activities of the Military
Departments or DoD agencies, and (3)
congressional testimony.

b. DCAA will generally be requested to
submit comments and participate in for-
mulating the official DoD position on the
cost aspects and related recommenda-
tions in GAO reports issued on defense
contractors and on contract audit mat-
ters.

1-204.1 Replies to GAO Headquarteis
Reports

a. These reports generally pertain to
defense contracting. They are initially
submitted in draft form with a request
for an official response and comments.
The response is usually incorporated in
the final GAQ report.

b. The Office of the Assistant Inspector
General for Audit Followup refers all
proposed DoD responses to GAO Head-
quarters reports related to procurement
or contract audit matters to DCAA Head-
quarters for concurrence or comment
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prior-to approval for signature elsewhere
in the Department of Defense.

c. In advance, Headquarters (PLD)

reviews GAO reports that may require
comment and will immediately transmit
the report to the regional office(s) and
FAO(s) involved if field action or input is
required. Prepare the field office re-
sponse in accordance with paragraph d.
below and any special requests stated in
the Headquarters transmittal.
_ d. Review and evaluate the factual
information, the surrounding circum-
stances, and the conclusions presented in
the report. Comment on any corrective
action taken or proposed. In addition,
note any GAO report statements that are
not fully compatible with audit findings
or on which information is not available.
To minimize elapsed time. conferences
with the GAQ review team may be
necessary. In this case, make an appropri-
ate request to the local GAO office or to
Headquarters, Attn: PLD, depending on
the origin of the GAO report.

e. In some cases the primary action
office requests Headquarters to perform
audits or examine specific contractor
records to aid in formulating the DoD
position on a GAO report. In these
instances, Headquarters will establish a
firm due date for the response and for-
ward the request directly to the field
audit office, with copies to the regional
office. Submit the field audit office’s
reply to Headquarters, Attn: PLD, with a
copy to the regional office.

f. Field audit offices may receive direct
requests from procurement or contract
administration field components for au-
dit service on specific GAO reports.
Promptly forward copies of all correspon-
dence, memorandums of conversations,
and reports prepared in responsc to such
requests to Headquarters, Attn: PLD,
with copies to the cognizant regional
office.

1-204.2 Replies to Letter Reports of
GAO Regional Offices

a. GAO regional offices may issue
letter reports on defense contracting di-
rectly to officials of field activities of
DoD agencies or the military depart-
ments. Letter reports include any written
communication from GAO requiring
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written response. These reports generally
relate to matters of less significance than
GAO Headquarters reports. They are
addressed to the particular field activity
responsible for the matters reported upon
or for the implementation of any recom-
mendations contained in the report.
Thus, letter reports may be addressed to
field procurement or contract adminis-
tration offices or to DCAA field offices.

b. Prepare responses to GAO letter
reports for the signature of the regional
director. To assure uniformity in re-
sponses and conformity with DCAA poli-
¢y, submit drafts of the proposed re-
sponses to Headquarters, Attn: PLD, for
concurrence prior to issuance. When nec-
essary to meet a deadline, concurrence of
Headquarters (PLD) may be obtained by
telephone.

c. FAOs may receive requests directly
from a field procurement or contract
administration office for audit informa-
tion in connection with their responses to
letter reports which were addressed to
them. Honor such requests pertaining to
contract audit responsibility. Prepare the
response for the regional director’s signa-
ture and reply directly to the requesting
activity. Forward copies of all correspon-
dence and reports prepared in response
;?Lsuch requests to Headquarters, Attn:

D.

1-204.3 Congressional Testimony

GAO also reports on defense contract-
ing through testimony presented before
Congress. Occasionally DCAA Head-
quarters is requested to review the testi-
mony in advance for factual accuracy and
concurrence. These requests often have a
short reponse time, and regional or field
office input is usually not feasible.

1-204.4 Explanations of Dela s |n
Submission of Responses to
Reports

Promptly submit an interim reply to
Headquarters, DCAA, with a copy to the
regional office, when a complete response
cannot be submitted by the established
due date. State the specific reasons the
due date cannot be met and the estimated
time needed to complete the review.
Address as many of the report findings,
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conclusions, and recommendations as

possible.

1-205 Liaison Between DCAA and
GAO Activities

Maintain formal and informal liaison
between DCAA and GAQO at the head-
quarters and/or regional office levels to
establish an effective working relation-
ship. This is not intended to diminish or
detract from the statutory and executive
responsibilities, functions, or indepen-
dence of either GAO or DCAA.

1-205.1 Headquarters Liaison

Maintain direct headquarters-to-head-
quarters liaison between DCAA and
GAO to (1) resolve field operating prob-
lems requiring Headquarters attention,
(2) coordinate studies to be performed by
GAOQO affecting the contract audit area.
and (3) exchange ideas and training mate-
rial in connection with improving the
performance of the two agencies.

1-205.2 Regional Office Liaison

a. Determine the level and frequency of
communication with GAO regional offi-
cials by assessing local conditions and
GAQ involvement in contract audit mat-
ters. Regional directors should dectde on
the need for local conferences (see 1-
205.3) and periodically visit or contact
GAO representatives located within their
regional boundaries to explore the need
for more formal information exchange.
Periodic meetings are encouraged to re-
solve specific problems and to discuss the
results of individual GAO reviews of
contractor activities containing signifi-
cant contract audit findings.

b. In those cities where GAO has a
regional office and DCAA does not,
designate a branch manager or resident
auditor as a DCAA regional liaison repre-
sentative to provide a local contact point
to facilitate day-to-day working relation-
ships and to resolve problems.

¢. Submit a copy of the minutes of any
formal liaison meeting to Headquarters,
Attn: PLD.

1-205.3 Regional Conferences with GAO

a. Regional directors are encouraged to
schedule periodic conferences to promote
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free and open discussions between GAO
and DCAA at the regional level. Confer-
ences should cover current items of com-
mon interest, such as plans for added or
decreased emphasis in specified areas of
responsibility, technical problems, audit
approaches and techniques, and working
relationships. = Conference  objectives
should be to identify and resolve com-
mon problems, avoid duplication, and
improve audit techniques and coverage.

b. Where more than one GAO regional
office is located within the geographical
jurisdiction of a DCAA regional office,
encourage all of the GAO regional direc-
tors concerned to attend the conference,
unless the GAO region is not significantly
involved with contract audit work, Simi-
larly, where the geographical {'urisdxctlon
of a GAO regional office overlaps DCAA
regions, it may be appropriate for DCAA
regional directors to attend conferences
held by other DCAA regional directors.

c. Submit a copy of the minutes of any
formal liaison conference to Headquar-
ters, Attn: PLD.

1-205.4 Liaison on GAO Reviews
Affecting DCAA

a. Except for congressional requests,
GAO regional directors are expected to
inform DCAA of the scope of GAO
planned and in-process reviews concern-
ing contractors under DCAA audit cogni-
zance. GAO generally contacts DCAA at
the start of every review, conducts an exit
conference at the end of such reviews,
and furnishes a copy of the draft and/or
final report.

b. When GAO is involved in reviews of
DCAA or in audits at contractor plants
under DCAA cognizance, work closely
with GAO to assure that there is proper
understanding of DCAA objectives and
methods to avoid GAO duplication of
our work and to determine reliance to be
%aocg)d upon the work of GAO (see 4-

c. Notify the regional office and Head-
quarters, Attn: PLD, of any GAO visits
to FAOs or contractor sites.

1-206 Interface with GAQ in the
Performance of Defective Pricing
Audits

DCAA is the responsible DoD agency
for establishing and conducting a pro-
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gram for performing regularly scheduled
audits of contractor cost or pricing data
for possible defective pricing (14-100).
GAO responsibilities include DoD’s ad-
herence to applicable laws, regulations,
and procedures in negotiating noncom-
petitive contracts, including whether de-
fective pricing audits are adequately per-
formed. Observe the following proce-
dures whenever GAO has an interest in
the cost or priciug data submitted for
negotiation of a contract or subcontract.

1-206.1 Postaward Audit Already
Performed by FAO

Provide the results of the audit to the
GAO representatives on request, per 1-
203.

1-206.2 Postaward Audit not Completed
by FAO

DCAA has the primary responsibility
for performing defective pricing audits.
Therefore, GAO will coordinate its con-
tract and subcontract defective pricing
audit work with cognizant field audit
offices and rely on the contract auditor’s
work where possible. Avoid duplication
of audit effort by following the proce-
dures below:

a. If the FAO has a postaward audit
scheduled that is of interest to GAO,
discuss the audit plans with GAO and
attempt to reach agreement on an audit
schedule which provides for audit perfor-
mance by DCAA. Eliminate the contract
or subcontract from the audit schedule if
agreement cannot be reached and the
GAO performs the audit. In these situa-
tions, GAO is expected to perform a
defective pricing audit of all contract cost
elements. Promptly notify the regional
office and Headquarters, Attn: PLD, if
GAO plans to perform oniv a partial
review,

b. If the GAO identifies a contract or
subcontract for postaward audit which
had not been selected for audit by
DCAA, attempt to reach agreement on an
audit schedule which provides for audit
performance by DCAA.
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1-300 Section 3 — Audit Services for Non-DoD Agencies

1-301 Introduction

This section provides guidance for per-
forming audit services for non-DoD
agencies. The underlying audit policies,
procedures, and support requirements
pertaining to such services are presented
in 15-100.

1-302 General Rules for Establishing
Cognizance and Accepting or
Rejecting Non-DoD Requests

a. Office of Management and Budget
(OMB) Circular A-73, “Audit of Federal
Operations and Programs” (revised), re-
quires Federal agencies to establish audit
cross-servicing arrangements when doing
so is in the best interest of the Federal
government and the organization being
audited. Normally, the agency with the
predominant financial interest should ar-
range for all audits at an organization.
Department of Defense implementing
guidance is provided by DoDD 7600.2,
“Audit Policies.” Thereunder, contract
audit services may be provided to other
Federal agencies upon request, with reim-
bursement at cost, as prescribed by the
Assistant Secretary of Defense (Comp-
troller).

b. Cross-servicing arrangements have
been made through memorandums of
understanding (MOU) with various non-
DoD agencies under the OMB criteria
and DoD implementing guidance.

c. There are many Federal agencies
with which DCAA has not established
MOUs or had any contact concerning
audit cognizance. Should DCAA auditors
become aware of contract audit effort
being performed by or on behalf of other
Federal entities at contractor locations
where DCAA is the cognizant contract
audit agency, they should advise DCAA

| Headquarters, Attention: OAD, through

their regional offices.

d. Any non-DoD agency request con-
cerning a change in audit cognizance or
related matters should be addressed to
DCAA Headquarters, Attention: OAD.
_e. DCAA is responsible for determin-
ing the scope of audit, including the

manner and level of effort necessary to
provide complete contract audit coverage
at a contractor location. The Contract
Audit Manual will be the determining
guide for the conduct of audits. Complete
contract audit coverage may include re-
views of internal controls and examina-
tions of contractor accounting and finan-
cial management systems considered nec-
essary to satisfy government auditing
standards, as incorporated in OMB Cir-
cular A-73, Section 6. When possible,
auditors should be responsive to any
additional coverage suggested by the re-
questing agency.

f. Audit working papers prepared dur-
ing the course of audits for Federal
agencies are the property of DCAA and
will generally remain in the possession of
the auditor. However, they will be made
available for review by properly author-
ized procurement and other representa-
tives of the Federal agencies for which
the audit services were performed. If
audit cognizance is transferred from
DoD to another Federal agency, audit
files may be released to the successor
agency 1f (1) the files are no longer
required by DCAA, (2) the files will
benefit the agency in carrying out its
audit responsibilities, and (3) there are no
restrictions on the release of the files, e.g.,
SIC and classified. FAOs should keep a
record of files transferred. Audit folders
or other documents which are still re-
quired by DCAA may be copied by the
successor agency provided they meet the
above criteria. However, prior to the
actual transfer of audit files, the instruc-
tions contained in DCAAM 5015.1
Chapter 4, paragraph B.3, must be fol-
lowed.

g. Audit reports will be addressed in
the manner prescribed in 10-208.

h. The auditor’s responsibility for at-
tending negotiation conferences request-
ed by non-Defense procurement officials
is essentially the same as that outlined in
15-400 for Defense procurement offi-
cials. The auditor will also be responsive
to inquiries and personal visits from
representatives of non-Defense agencies
concerning the status and performance of
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requested audits. The objectives of such
personal visits should be to seek informa-
tion and to discuss mutual problems.
They are not to be used to supervise
and/or evaluate the performance of the
audit.

i. Responsibility for follow-up of
DCAA audit recommendations and re-
views of program results remain with the
non-DoD agencies for which audit ser-
vices are performed.

j. Field activities will prepare reim-
bursable billings in accordance with the
requirements of the DCAA FMIS User
Manual, Volume II, Section III-E2.

1-303 Processing Non-DoD Agency
Requests for Audit Information or
Services

a. DCAA will be responsive to requests
received from government agencies out-
side the Department of Defense for infor-
mation available in the audit files when
the circumstances clearly show that the
inquirer is entitled to the requested infor-
mation. There is a presumption of enti-
tlement if the requesting agency has a
contract or is proposing to contract with
the contractor and the information de-
sired is related to the negotiation or
administration of that contract. Requests
for specific cost information which is
readily available without audit effort will
be accommodated without reimburse-
ment. If the auditor has any doubt as to
whether the requesting agency is entitled
to the information, the auditor must
obtain clearance from the contractor be-
fore ' *leasing any specific cost or finan-
cial dJata, such as overhead rates. A
request for cost or financial data, written
material, or access to working papers or
audit files by a non-Defense agency,
except for the Internal Revenue Service,
which pertains to a matter (except an
investigation or litigation) unrelated to
the negotiation or administration of a
contract by the requesting agency, will be
referred to Headquarters, Attention:
PLD, for consideration. The referral will
include all pertinent details, such as the
names of the representatives involved, a
summary of the information requested,
purpose of the request, a summary of any
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discussions held with respect to the infor-
mation desired, and any other pertinent
observations. See 1-406 for guidance
when requests by a non-Defense agency
pertain to a matter involving an investi-
gation or litigation; see 1-408 for all
requests by the Internal Revenue Service.

b. Cross-servicing agreements with
non-DoD agencies provide for audit re-
quests to be forwarded directly to the
cognizant field office. Audit requests will
be honored at locations where DCAA
maintains a continuing audit interest
under DoD contracts.

¢. A request for audit services to be
performed at a contractor location where
DCAA does not have a continuing audit
interest is considered a “casual audit
request.” A continuing DCAA audit in-
terest exists at any location where DCAA
has performed audit effort on a continu-
ing basis over the past several years,
whether the contracting agency is affili-
ated with DoD/NASA or not.

d. Except for those agencies identified
in DCAAP 7230.1, Reimbursable Audit
Program Manual, requests for audit ser-
vices at locations where DCAA does not
maintain a continuing audit interest will
be referred to the regional office. Sea-
soned professional judgment and com-
mon sense must be applied to each casual
audit request in making a decision as to
whether or not to accept the audit en-
gagement. The following criteria will be
used to determine whether to accommo-
date or decline a request:

(1) Is the requested service compatible
with normal DCAA responsibilities?

(2) Would acceptance or refusal to
perform the work result in establishment
of duplicative audit activity?

(3) Is another government agency per-
forming audit work at the contractor
location that could perform the requested
audit?

(4) The extent and cost of DCAA TDY
travel that would be required to honor a
casual audit request should be a key
factor. If honoring the request would
require the incurrence of TDY travel
time and costs, it may be just as efficient
for the requesting agency to make other
audit arrangements. In addition, if the
requesting agency maintains a local audit
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organization, rejection may well be the
appropriate response.

(5) It is important to consider the type
of audit being requested and the contract
audit capabilities of the requesting agen-
cy. For example, if the request is for
review of a price proposal, we should
consider the nature of the propased ser-
vices or products, the urgency of the
procurement, and the ability of the re-
questing agency to arrange for adequate
timely contract audit service.

A regional determination that a casual
audit request should be declined will be
coordinated with Headquarters, Atten-
tion: OAD.

e. When an auditor observes the pres-
ence of non-DoD contracts subject to
audit coverage for which audit requests
have not been received, they will be
brought to the attention of appropriate
non-DoD agency officials, to facilitate
issuance of requests for audit.

f. Regional offices will notify Head-
quarters, Attention: OAD, of audit re-
quests from non-DoD agencies not iden-
tified in the FMIS User Manual, Appen-
dix C, Billing Source Codes. Such re-
quests must be processed promptly, since
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the requesting agency will need to make
other arrangements if DCAA does not
agree to accept the engagement. Typical-
ly, such work will be accepted if the audit
effort falls within the normal scope of
DCAA work and the requesting agency
agrees to pay for the audit effort. Head-
quarters will decide whether the addi-
tional work will be undertaken and will
notify the requesting organization and
field office accordingly.

g. All audit requests should be prompt-
ly responded to in writing. The response
should state whether DCAA will accom-
modate or decline the request. If the
request is declined, the reasons should be
stated. If the request is accepted, the
response should include the anticipated
audit report date.

h. Based on prior agreements, DCAA
will perform all contract audit work re-
quested by NASA. DCAA has also agreed
to perform contract audit work at all
DOE prime contractor locations other
than those designated as Management
and Operating Prime Contractors. DCAA
will also perform all audit effort assigned
to DoD under OMB Circular A-88.

DCAA Contract Audit Manual




am e -

116
1-400

January 1995

1-400 Section 4 — Relationships with Other Government Organizations

1-401 Introduction

This section provides guidance and
procedures governing relationships with
other government organizations.

1-402 General

Other government personnel may com-
municate with DCAA personnel on offi-
cial business. In all cases, the identity of
the individual and his or her need to
know should be established prior to fur-
nishing any information either written or
oral. Appropriate security precautions
should be observed with respect to both
classified military information and con-
tractor information.

1-403 Relationships with DoD
Procurement and Contract
Administration Organizations

1-403.1 DCAA to Procurement and
Contract Administration Organizations

a. As the audit and financial advisor to
procurement and contract administration
activities, auditors must understand and
support the service needs of these organi-
zations. DCAA is committed to provid-
ing timely and responsive services and
will maintain communications and liai-
son services sufficient to continuously
assess if customer needs are being met.

b. Organizationally, DCAA is separate
and independent from acquisition com-
ponents of the DoD. Auditors are expect-
ed to exercise independent judgment in
planning the type and extent of audit
testing sufficient to render unqualified
audit opinions, but will consider and
address special areas of concern or infor-
mational needs of requestors. The audi-
tor will also exercise independence in the
formulation of audit opinions, recom-
mendations, and conclusions contained
in audit reports.

c. Government interests can best be
served by maximum cooperation and
exchange of useful information between
audit and procurement personnel. DoD
Directive 7600.2 requires that DCAA
coordinate annual contract audit plans

with procurement and contract adminis-
tration organizations. In addition, effec-
tive liaison between the DCAA auditor
and the contracting officer’s representa-
tives, and a clear understanding of the
respective responsibilities of each in the
overall procurement function, are essen-
tjal to ensure continuous close coopera-
tion.

d. Regulations of the military depart-
ments and DLA require the contracting
officers’ representatives to use advisory
audit services to the fullest extent practi-
cable and to aid audit performance by
furnishing the auditor with appropriate
administrative and technical assistance.
Appendix D-200 of this manual refers to
the procedures whereby the auditor ob-
tains technical assistance and guidance
which may be required in the evaluation
of a contractor’s proposal. For those
contractor locations where there is a
significant and continuing volume of
audit workload, e.g., audit residency or
suboffice, the auditor should establish an
effective working relationship with the
major field contract administrators to
keep each other informed on procure-
ment and audit matters including forth-
coming contractor proposals which will
require audit services.

1-403.2 Procurement and Contract
Administration Responsibilities to
DCAA

Procurement and contract administra-
tion personnel have responsibility for the
following:

a. Requesting contract audit service.

b. Providing sufficient time for the
performance of the audit.

¢. Fumnishing to the auditor, in connec-
tion with a request for audit, copies of
any contracts (including change orders,
supplements, amendments, and termina-
tion notices), cost statements, proposals,
and other financial data submitted by
contractors or, as appropriate, requested
by the auditor.

d. Establishing access to contractor
records required by auditors.

e. Furnishing such other information,
data, or service as may be required (such
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as technical evaluation of the need for the
quantity and type of labor and material
proposed in contract pricing actions) or
otherwise may be useful in performing
the audit.

1-403.3 Major Audit Issues

DCAA Form 1 as well as audit report
recommendations may lead to disagree-
ments between the auditor and the con-
tracting officer. There must be continual
and timely communication between the
parties to promote understanding and
improve the potential for satisfactory
resolution of the issue before final con-
tracting officer action. Verbal communi-
cations involving major audit issues
should be followed up in writing to avoid
misunderstandings.

1-403.4 DCAA Participation on Contract
Management Boards of Review

a. Nature of Review Boards

Review Boards are established to ex-
amine proposed contract actions for all
contract administration functions on an
ad hoc basis. For example, review boards
may be established to evaluate the rea-
sonableness of proposed settlements or
determinations concerning contractor
purchasing system reviews (CPSR), con-
tract terminations, and Cost Accounting
Standards issues. The District Com-
mander is responsible for the establish-
ment of review boards for each Defense
Contract Management District (DCMD).
In addition, the District Commander
may establish subordinate Boards of Re-
view at individual Defense Contract
Management Area Operations (DCMAOQO)
or fense Procurement Offices
(DPRO).

_b. Restrictions on Auditor Participa-
tion

Auditor participation in review board
activities has proven beneficial in many
instances. Such participation is normally
performed as a non-voting advisory ser-
vice. Continued efforts of this type are
encouraged subject to the following re-
strictions.

(1) DCAA personnel shall not partici-
pate as members of review boards when
they are engaged in matters related to the
resolution of audit report recommenda-
tions. DCAA participation on the board
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in such cases might discourage the board
from rec,uesting assistance from field
personnel most capable of answering
questions pertaining to a specific audit
recommendation. .

(2) No DCAA auditor will serve as a
member of a board while it is reviewing a
contract action with which he or she was
previously associated as a contract audi-
tor, supervisor, or participant in negotia-
tion conferences. Where this situation
occurs, another auditor should be ap-
pointed.

_¢. Processing Requests for Participa-
tion

(1) Requests may be received by Head-
quarters, regional offices, or field audit
offices to furnish audit personnel to par-
ticipate on review boards. The Assistant
Director, Operations, is responsible for
action on requests for board participation
by Headquarters personnel. The cogni-
zant regional director is responsible for
action on requests for board éaamcipation
by regional office and FAO personnel.

(2) Upon receiving a request to furnish
audit personnel to participate on review
boards, first obtain information concern-
ing the functions of the board, the esti-
mated periods of participation of DCAA
personnel, the estimated amount of time
required on a weekly or monthly basis,
and the benefit to the government of
DCAA participation. Requests received
by FAOs will then be promptly forward-
ed to the regional office with the name of
the auditor recommended for member-

ship.

(3) Tactfully decline any request for
participation which would fre(gue_ntly re-
quire auditor abstentions or substitutions
to avoid a restriction in b. above. Where
any other request cannot be complied
with by the region, contact the Assistant
Director, Operations, before notifying
the rea};lestmg office. L

(4) When a request for participation is
accepted, the DCAA response will set
forth the arrangements for and restric-
tions, if any, on auditor participation.

1-404 Relationship with Government
Internal Audit Organizations

1-404.1 Organization for Government
Imternal Awdit

a. The DoD Inspector General is re-
sponsible for DoD lJevel internal and
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oversight audits and investigations. Re-
sponsibilities of the DoD IG include (1)
evaluating activities relating to contract
audits; (2) investigating fraud, waste, and
error; (3) monitoring adherence to con-
tract audit principles, policies, and proce-
dures; and (4) monitoring actions taken
by DoD components in response to con-
tract audits. The various Military Ser-
vices also have internal audit groups that
perform internal audits for their respec-
tive DoD component.

b. Internal audit, oversight, and inves-
tigative services are performed by the
offices of the Assistant DoD IGs for (1)
Auditing, (2) Audit Policy and Oversight,
(3) Analysis and Followup, (4) Investiga-
tionleélS,_and (5) Inspections. DoD
component internal audit organizations
include the Army Audit Agency, the
Naval Audit Service, and the Air Force
Audit Agency. Most non-DoD agencies
have similar activities for the perfor-
mance of internal audit within their
organizations. The foliowing guidance
also applies to non-DoD agencies.

1-404.2 DCAA Assistance to
Government Internal Audit
Organizations

a. When internal audits require verifi-
cation of contractor data or records at
contractors’ plants, the internal audit
organization normally will obtain fact-
finding assistance from DCAA.

Support will be furnished to the

internal auditor where doing so does not
conflict with the contract auditor’s basic
role of providing advisory services to
contracting officers. Requests requiring
contract auditors to evaluate contracting
officers’ performance are inappropriate,
whereas assistance concerning contrac-
tors’ performance is appropriate.

¢. Contract audit working papers, re-

rts, and files wil be made available to
internal auditors in their audits of pro-
curement, contract administration, or re-
lated functions provided DCAA has re-
ceived written notice of the objective and
the scope of the internal audit review.

d. If the data or information required
by the internal auditor are not available
in contract audit files, DCAA may be
requested to provide assistance. These
requests will be honored when feasible
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and mutually agreeable. Written confir-
mation of the request for audit assistance
will be furnished to the internal auditor
within seven working days of receipt.
When DCAA is unable to render request-
ed assistance, the DoD audit representa-
tives shall make arrangements to perform
the necessary audit work themselves.

¢. Internal auditors will not be preclud-
ed from reviewing contractors’ books and
records when DCAA acknowledges that it
cannot provide the assistance required
because (1) it concerns matters beyond
the proper role of DCAA, (2) it would
impede the prompt execution of DCAA’s
primary role of furnishing accounting
and financial management advisory ser-
vices regarding contracts and subcon-
tracts to DoD components, or (3) it
would result in undue delays or ineffi-
ciencies in the accomplishment of inter-
nal audit objectives. Internal auditors are
required by DoD audit policy to coordi-
nate all reviews involving contractor rec-
ords with DCAA and the appropriate
contract administration office to avoid
duplication of audit work.

f. Supplement 1-4S1 presents illustra-
tive audit situations involving interface
between contract and internal audit.

1-404.3 Government Internal Audit
Organization Assistance to DCAA

In certain instances, contract audits
involve work at a defense installation or
remote location where the nature of the
work, proximity of an internal audit
office, or other factors make it more
practical or economical for the contract
auditor to obtain assistance from an
internal auditor. Such cross-service audit
assistance shall be referred to DCAA
Headquarters, Attn: PLD, for a determi-
nation before the request is issued.

1-404.4 Contacts by Government Internal
Audit Organizations

a. Requests from government internal
audit organizations are normally coordi-
nated through DCAA Headquarters,
PLD, which in turn will notify the affect-
ed regional and field offices. Regional
and field offices may receive requests for
audit assistance directly from the internal
audit organization without prior Head-
quarters coordination. When such re-
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quests are limited in nature, e.g., factual
information at a specific location, Head-
quarters need not be notified. However,
all other requests should be referred to
Headquarters, PLD, before any action is
taken.

b. During the course of visits by a
government internal audit organization,
such as oversight reviews by the DoD IG,
the FAO manager should answer ques-
tions raised and tactfully clarify or cor-
rect any misinterpretation of factual in-
formation. Providing concurrent feed-
back during the onsite visit should im-
prove the reporting of factual informa-
tion in the government internal audit
organization’s written observations and
comments. If possible, the FAO manager
should request that the representative’s
written observations and comments be
transferred to an electronic file. This will
help speed the FAO manager’s reporting
of the results to the region and Headquar-
ters. Discussions with representatives of
the government internal audit organiza-
tion should be limited to factual matters
related to specific DCAA audits and/or
the management of those audits. Matters
regarding overall Agency policy, opera-
tions, or resources should be referred to
Headquarters, Attention: PLD. Regional
audit manager’s attendance is recom-
mended at both the entrance and the exit
conferences.

¢. The FAO manager should promptly
report to the regional office the results of
any government internal audit organiza-
tion’s visit. After regional review, the
report should be forwarded to Headquar-
ters DCAA, Attention: PLD. Headquar-
ters will forward any necessary reports to
the government internal audit organiza-
tion, FAO reports should be received by
Headquarters within ten working days
after the visit.

_(1) The report should identify the orga-
nization’s project assignment number
and contain all pertinent information,
including the purpose of the visit, the
government internal audit organization’s
observations, DCAA responses to specif-
ic comments or observations, references
to or actual copies of data provided, the
representative’s reaction after discussions
were completed, and any additional com-
ments regarding the representative’s reac-
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tion. The report should also identify any
actions that will be taken as a result of the
specific findings of the government inter-
nal auditor. The internal auditor’s com-
ments or observations will be assumed by
Headquarters to be accurate unless dis-
puted in the FAO/regional response.
(2) To simplify field office responses to
specific comments or observations fur-
nished by government internal audit or-
ganizations, such as in DoD IG oversight
reviews, the FAO response may either be
provided in a separate document or inte-
grated into the internal auditor’s text, if
an electronic copy has been supplied. If
provided separately, the comments
should be keyed to the page number or
other identifier in the internal auditor’s
text. If integrated into the internal audi-
tor’s text, preface the FAO/regional com-
ments with the heading “DCAA RE-
SPONSE” for each item addressed.

1-404.5 Issuance of Audit Reports

When an audit performed at the re-
quest of an internal audit organization
requires corrective action by the contrac-
tor involving such matters as unallowable
costs and cost avoidance, the auditor will
follow the normal practice and issue the
audit report to the cognizant ACO to
assure timely corrective action. A copy of
the report will also be forwarded to the
requesting internal audit organization by
a transmittal letter indicating that the
audit report has been issued directly to
the ACO. When an audit performed at
the request of an internal audit organiza-
tion does not require corrective action by
the contractor, the audit report will be
issued to the internal audit organization
(see 10-208).

1-405 Relationship with Military
Inspectors General

When an Inspector General of a DoD
component, or an 1G representative, vi-
sits an audit office, the auditor should,
after satisfying himself/herself as to the
identity of the individual, cooperate fully
in responding to inquiries pertaining to
the audit of contracts under the auditor’s
cognizance. Requests for sensitive infor-
mation, or requests which require the
assignment of an auditor for a substantial
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period of time, should be in writing. The
auditor should report such visits to the
regional office and furnish copies of an
exchange of correspondence and memo-
randums. Before furnishing any sensitive
information, the auditor should coordi-
nate the matter with the regional direc-
tor. Unusual or significant inquiries
should be reported to Headquarters, At-
tention: PLD.

1-406 Relationship With
Investigative Agencies of the
Government

a. Auditors will cooperate with repre-
sentatives of the Federal Bureau of Inves-
tigation, DoD criminal investigators, and
criminal investigators from other agen-
cies. (See 4-702.6 and DCAA Regulation
7640.15.) Written material and access to
files or working papers will be made
readily available to such investigators.
The contractor need not be informed
when such information is provided to
investigators. Original documents may be
provided to investigators if a subpoena is
issued for the documents. If investigators
insist upon obtaining original documents
in other situations, promptly refer the
matter to Headquarters, Attention: OPD.
In either case, original documents cannot
be released until copies have been pre-
pared for retention by DCAA. Document
all meetings with members of govern-
mental investigative agencies in the audit
working papers or the DCAA Form
2000.0 files as appropriate in the circum-
stances. Guidance pertaining to the pro-
tection of information related to investi-
gations is provided in 4-702.5d., e., f.,
and g.

b. Except as otherwise provided in this
section (1-400 et seq.), inform Headquar-
ters, Attention: OPD, of any requests for
written material or access to files and
working papers made by representatives
of other aggxcies (e.g., civil investigators
from the DOL, EEOC, etc.). Ask that the
request be put in writing, and that it
include the names of the investigators, a
summary of the information requested,
and pu of release. Obtain the ap-
proval of Headquarters before complying
with such requests. The FAO manager
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may grant representatives of a civilian
agency access to audit files pertaining to
that agency’s contracts regardless of
whether the request is made in conjunc-
tion with an investigation, however,
Headquarters should be notified of the
visit. If the request arises under a joint
investigation with an agency with access
rights and the request is made by the
privileged agency, Headquarters need not
be notified.

c. Occasionally an investigator will
interview an auditor in connection with
an inquiry of contractor activities. The
auditor should request to review the
investigator’s write-up of the interview
before its release, to ensure statements
have been accurately recorded. Report
investigative interviews of an unusual or
important nature to Headquarters, Atten-

tion: OPD. Identify the investigative |

agency, name of investigator(s), summary
of the questions asked, and other perti-
nent information. It is not necessary to
report routine investigative contacts by
DoD investigators.

1-407 Relationship with Government
Legal Counsel in Contract Disputes
and Bid Protest Cases

It is Agency policy to assist govern-
ment counsel in auditing matters in all

contract disputes and bid protest cases, |

whether initiated through an Agency
finding or by other means when request-
ed to do so by counsel. Audit support
should fully respond to the needs of
counsel and may consist of comprehen-
sive audit and accounting advisory ser-
vices; accounting research applicable to
the specific case, including testimony
relative to the audit report; or testimony
as an expert on accounting and auditing
practices and procedures. All work done
at the request of the government trial
attorney is subject to the attorney work
product privilege. As such, while DCAA
may maintain custody of any documents
developed while providing support to the
trial attorney, control over the docu-
ments rests with the trial attormey or
his/her successor. This policy is in keep-
ing with the Agency’s assigned responsi-
bility to provide accounting and financial
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advisory services to all DoD procure-
ment and contract administration activi-
ties in negotiating, administering, and
settling contracts.

1-407.1 Armed Services Board of
Contract Appeals (ASBCA)

a. Details of the ASBCA Charter are
found in Appendix A to the DoD FAR
Supplement. The ASBCA is the author-
ized representative of the Secretaries of
Defense, Army, Navy, and Air Force in
hearing, considering, and determining
appeals by contractors from decisions of
contracting officers or their authorized
representatives or other authorities on
disputed questions. These appeals may
be taken pursuant to:

(1) the Contract Disputes Act of 1978,

(2) the provision of contracts requiring
the decision by the Secretary of Defense
or by a Secretary of a Military Depart-
ment or their duly authorized representa-
tive or board, or

(3) the provisions of any directive
whereby the Secretary of Defense or the
Secretary of a Military Department has
granted a right of appeal not contained in
the contract on any matter consistent
with the contract appeals procedure.

b. Rules on submitting contractor ap-
peals and preparing for and conducting a
hearing are in Part 2 of Appendix A to
the DoD FAR Supplement. These rules
may vary from a case requiring the
submission of a substantial amount of
evidence, the presentation of witnesses,
and a prehearing and formal hearing to a
situation in which the hearing is waived
and the case settled on the basis of the
submitted record. The rules also provide
for decisions of appeals involving
$10,000 or less, under an optional small
claims (expedited) procedure or for ap-

Is where the amount in dispute is
50,000 or less, under an optional accel-
erated procedure.

c. The auditor will be mainly con-
cerned with ASBCA procedures which
require the contracting officer and gov-
ernment trial attorney to submit a file of
applicable documents and to produce
documents, admit facts, and answer
questions when properly requested by the
other party to do so. Further details on
audit procedures and responsibilities in
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connection with ASBCA cases are in 15-
500 and DCAAP 7641.50.

1-407.2 Other Boards

In addition to the ASBCA, there are
boards that service various other agencies
and departments of the government. On
occasion, the DCAA auditor may be
called on to assist in hearings before these
boards. While the size of the board and
the rules may vary, the type and degree of
services an auditor must provide will
generally be the same.

1-408 Relationships with the Internal
Revenue Service (IRS)

Procurement-related requests from the
IRS (Department of the Treasury) should
be handled in accordance with 1-303,
following 15-1S7 for distribution of any
resulting report. The procedures con-
tained in 1-404 should be followed re-
garding contacts by the IRS internal audit
staff. In addition, field audit offices may
receive direct requests from the IRS for
records and files related to an IRS inves-
tigation or tax matters. The field audit
office should coordinate IRS requests for
investigative or tax information with the
regional office, before providing any in-
formation of this type to the IRS. With
regional approval, information related to
an IRS fraud or criminal investigation, or
in connection with a docketed case before
the U.S. Tax Court, should be released
directly to the IRS. The field audit office
should request the IRS to provide infor-
mation showing that the requested infor-
mation relates to these situations. For
requests related to civil investigation or
administrative inquiry, the field audit
office is only authorized to release infor-
mation that would normally be releasable
to the general public under the Freedom
of Information Act (for example, publica-
tions and most MRDs). If the requested
documents would not normally be releas-
able by DCAA to the general public (for
example, audit reports or contractor pro-
prietary information), the region should
forward the request to Headquarters,
Attn: OPD, for a release determination.
The region should provide Headquarters
with a summary of the information re-
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quested, purpose of release, and other
pertinent information.

1-409 Relationship with Members of
Congress and Congressional
Committees

DCAA personnel will cooperate with
members of Congress and congressional
committees by responding fully and
promptly to their official requests for
information on this Agency’s programs
and operations. All written responses
and/or copies of DCAA documents will
be provided directly by the appropriate
Headquarters element. Detailed guidance
relative to (1) inquiries from members of
Congress, (2) visits by congressional com-
mittees, (3) preparation of material for
testimony or use before congressional
committees, and (4) comments on legisla-
tion and legislative matters is set forth in
DCAA Regulations Nos. 5020.3, and
5030.16.

The Headquarters Policy Liaison Divi-
sion (PLD) should be notified immedi-
ately of any inquiry from members of
Congress, congressional committees, or

their staffs.

1-409.1 Writtep Requests for Information

a. Written requests for information
received from Congressional members or
their staffs should be forwarded to Head-
quarters, ATTN: PLD, as expeditiously
as possible. When requested by Head-
quarters, field and regional elements will
provide, through the regional director,
the following information to the respon-
sible staff element not later than the date
established by the head of the staff ele-
ment: (1) the congressional inquiry, (2) a
copy of any interim acknowledgment, (3)
a copy of the requested audit report(s), if
applicable, (4) a proposed final reply to
the inquiry, and (5) the information upon
which the proposed final reply is based.

b. When a proposed final reply cannot
be forwarded to the responsible staff
element within the established due date,
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the regional director will forward a brief |
memorandum stating the anticipated
date that the reply and information will
be provided. (See DCAAR No. 5030.16
for detailed processing requirements.)

1-409.2 Meetings with and Visits by
Congressional Committees

a. Field and regional elements will
immediately notify Headquarters, PLD
(through the regional director) of written
or verbal requests received from Congres-
stonal committees or their staff to visit a
DCAA office.

b. In accordance with DCAAR No.
5030.16, regional and field personnel will
permit committee members or their staff
to examine records which pertain to areas
of interest to the committee. Regional
directors will refer any committee re-
quests to remove or retain records (in-
cluding audit reports and working pa-
pers) to Headquarters, PLD. Headquar-
ters, PLD will coordinate receipt and
transmission of requested files to the
committee’s offices in Washington, D.C.
Requests for any other information to be
provided to committee representatives
will be forwarded to Headquarters, PLD,
within 10 working days following the
visit. In any case, no information should
be released until authorized by PLD.

c. Field and regional elements will
forward a memorandum (through the
regional director) summarizing visits by
Congressional representatives within five
working days following the visit. The
memorandum should specifically enu-
merate the subjects discussed during the
visit, any requests for data, and questions
and answers still to be provided. If a
request has been made for audit reports
or working papers, the memorandum
should also include an assessment of the
requested materials’ compliance with
Agency policy. If the assessment discloses
any deficiencies in the reports or working
papers, additional comments should be
included to clearly establish the steps
taken to correct the deficiency.

~
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1-4S1 Supplement — INlustrative Audit Situations Involving
Interface Between Contract and Internal Audit

1. Audit of Japanese master labor con-
tract.

The Defense Contract Audit Agency
has responsibility for audit of contractual
payments. Many of the functions relating
to the contract such as the need for,
utilization, classification, and control of
contract employees; establishing pay and
allowances in conformance with the
terms of the contract; and sut 1ission of
payroll data are the responsibility of
Army, Navy, and Air Force activities.
Internal audit normally would encom-
pass evaluation of these functions. Con-
tract auditors may need internal audit
assistance in confirming the accuracy and
reliability of reports from military activi-
ties which form the basis of contract
reimbursements.

2. Audit of small cost-type contracts at
remote defense installations.

Travel and per-diem costs may be
saved by DCAA obtaining internal audit
assistance on audit of relatively small
contracts performed at remote defense
installations where internal auditors are
in residence or in the vicinity. Factors to
consider are the location, complexity of
the contract audit work, and the avail-
ability of internal auditors. An example is
a small construction contract at Goose
Air Base in Labrador. Audit by DCAA
would require travel from New York.
Audit can be performed by internal audi-
tors in residence.

3. Audit of administration of government
property furnished to contractors.

Prime responsibility for audit of the
administration of government property,
including that furnished to contractors, is
a part of the internal audit mission.
However, DCAA likewise performs prop-
erty auditing in itsrole of advisor to the
property administrator and contracting
office, as well as in connection with cost
determination. When an internal audit of
the government property administration
function requires verification of detailed
records maintained by a contractor, assis-
tance ordinarily can be obtained from the

cognizant contract auditor. However, if
necessary to performance of the internal
audit mission, internal auditors will be
afforded access to contractor-maintained
records.

4. Audit at government-owned, contrac-
tor-operated plants.

At GOCO plants DCAA is responsible
for audit of the cost-reimbursement oper-
ating contracts. Internal auditors are re-
sponsible for auditing operations of the
Contracting Officer. DCAA should assist
the internal auditors by providing such
cost and financial information from con-
tractor records as is essential to permit
evaluation of the management of the
facility.

5. Audit at military installations where
services and/or maintenance are pur-
chzsed under contracts subject to DCAA
audit.

Circumstances may be such that the
internal auditors need fact-finding assis-
tance from contract auditors to obtain or
verify information from contractors’ rec-
ords. For example, the internal auditor
may be reviewing the potential for sav-
ings from elimination of duplicating sup-
ply operations and information is needed
from the contract auditor regarding the
contractor’s supply system.

6. Audit of a weapon system where sup-
ply, maintenance, funding, and other
functions are closely integrated with in-
put from or operations of major contrac-
tors.

Internal audits of this nature give rise
to various situations where audit infor-
mation is needed from contractors’ books
and records. Assistance from contract
auditors would be appropriate in some
cases and not in others. Examples follow:

a. Internal auditors are reviewing a
contract pricing action. Contract audit
assistance ordinarily should not be re-
quested since the contract auditor partici-
pated in the procurement team effort.

b. Internal auditors determine that
substantial quantities of end items which
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have been inspected and accepted are
found subsequently to have defects re-
quiring major modification. In trying to
ascertain the cause for this situation, the
auditors find it necessary to determine
whether the contractor has responded
timely to contract change orders requir-
ing modification during production.
Contract audit assistance in conjunction
with technical assistance would be appro-
priate as determinations of this nature
are an integral part of operations audits
of contractors’ production scheduling
and control systems. These determina-
tions are also made during reviews of
contractors’ internal planning and con-
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trol systems when performing Cost/
Schedule Control Systems Criteria dem-
onstration/validation reviews.

c. An internal auditor is reviewing the
computation of requirements which in-
volve data on assets in the hands of the
contractor and reports thereon. Contract
audit assistance wouid be appropriate to
verify data furnished by the contractor.

d. An internal auditor is reviewing
funding status and validity of obligations
which involve data and reports from
contractors. Contract audit assistance
would be appropriate to verify data fur-
nished by contractors.
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1-500 Section 5 — Relationships with Contractors

1-501 Introduction

Requirements for specific audit confer-
ences with contractors are stated in 4-
300. This section covers other aspects of
the relationships between DCAA and
contractors.

1-502 Establishment of DCAA Field
Audit Offices (FAOs) and Suboffices

1-502.1 General

DCAA Regulation 5005.1 contains the
procedures for activation and deactiva-
tion of DCAA FAOs. The activation or
deactivation of DCAA FAOs (excluding
suboffices) is subject to approval by the
Director, DCAA, upon the recommenda-
tion of the cognizant regional director.
The regional director may establish or
discontinue suboffices. Regional direc-
tors should periodically review the opera-
tions of existing FAOs to determine if
they still meet the criteria referred to in
the regulation or whether, due to changed
conditions, any of these offices should be
discontinued. Conversely, consideration
should be given to establishing FAOs at
those locations where the workload so
warrants. If any such changes are indicat-
ed, submit recommendations to Head-
quarters, Attn: OWD (with concurrent
copy direct to CP), containing the infor-
mation required by the regulation.

1-502.2 Establishment of Branch Offices

a. A branch office is defined as a
DCAA field audit office which (1) per-
forms mobile audit work at all contrac-
tors within its designated geographic ar-
eas which are not audited by a DCAA
resident office and/or (2) performs resi-
dent audits of several unrelated contrac-
tors through suboffices. Branch offices
are established at appropriate locations
within DCAA regions for these purposes.

b. A branch office may be located in a
contractor facility only if there is unre-
stricted access to the DCAA office by
other (nonhost) contractor representa-
tives and adequate security is provided
for data of such other contractors. Re-
gional directors are responsibie for estab-

lishing the most efficient and economical
arrangements for specific locations with-
in these restrictions. If a branch office is
located in a contractor facility, the name
of the branch office will not include the
contractor’s name, and the mail system
will be arranged so that DCAA mail does
not go to or through the host contractor's
system.

c. A branch office may have one or
more suboffices. A suboffice is defined as
a subordinate element of an FAQO. A
suboffice may be established (1) at a
geographic point distant from the main
branch office location if a concentrated
workload of mobile audits exists in the
area which can be performed more eco-
nomically by stationing one or a few
auditors permanently at that distant
point, (2) at a particular contractor loca-
tion which has a continuous workload
requiring the full-time assignment of a
few auditors, or (3) at a location where a
significant combination of the two pre-
ceding conditions exists. A suboffice with
both mobile and resident workload must
meet the criteria of b above, unless the
exception in 1-502.3b applies.

1-502.3 Establishment of Resident
Offices

a. A resident office is defined as a
DCAA field audit office located at a
contractor’s facility for the purpose of
performing the contract audit workload
at the contractor. The office may be
made up of suboffices located at compo-
nents of the same company and still meet
the resident office definition.

b. On a case-by-case basis with prior
Headquarters approval, limited amounts
of mobile work may be assigned to resi-
dent offices without changing the office
designation. This exception applies only
to situations where it is uneconomical or
impractical to assign the mobile work to
a branch office.

c. Resident offices are usually estab-
lished at principal locations of major
defense contractors. The main criteria for
establishing a resident office are whether
the audit workload at the contractor is of
a continuing nature and is sufficient in
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significance, complexity, and volume to
warrant a full-time staff large enough to
require a resident audit manager and
clerical staff.

d. A resident office has the important
advantage of enabling auditors assigned
to the contractor location on a continuing
basis to develop a comprehensive under-
standing of the contractor’s operations
and basic management policies and prac-
tices in relation to government contract-
irtl%. This understanding enables more

icient audits of major contractors and
more timely and effective audit advice on
these contractors to procurement and
contract administration activities.

1-502.4 Change of FAO Cognizance

a. Occasionally, FAO cognizance of a
contractor organization will change be-
cause of such contractor actions as relo-
cations, reorganizations, or consolida-
tions. FAO cognizance of a contractor
may also need to be reassigned as a result
of DCAA’s actions such as establishing
new FAOs, consolidating FAQOs, or deac-
tivating FAOs. When audit responsibili-
ties of a contractor need to be trans-
ferred, the branch or resident office hav-
ing audit cognizance prior to the change
is required to coordinate with the gaining
office to assure that continuity of audit
services is maintained.

b. Actions to be taken by. the losing
FAO include:

(1) Issue notification to the major
procurement and contract administration
activities that do business with the con-
tractor; providing the name, address, and
telephone and facsimile numbers of the
FAO gaining cognizance of the contrac-
tor.

(2) Provide the gaining FAO with a
listing of all auditable contracts. The
listing should include the name of the
procurement office, contract number,
type, amount of award, cognizant ACO
and identify those contracts that provide
for DCAA provisional approval of public
vouchers.

(3) Transfer permanent files informa-
tion, with a transmittal memorandum
that lists the content of the files. A copy
of the transmittal memorandum should
be sent separate of the files and retained
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in the permanent files of both the gaining
and losing FAO.

(4) Provide a copy of all requirements
and program plan data relating to the
contractor for the current and prior years.

(5) Prepare a summary of all unre-
solved issues and forward it, through the
new RAM, to the gaining FAO. This
summary should include the current sta-
tus of these issues. Wherever possible,
resolution of the issues should be accom-
plished prior to transferring cognizance
to the gaining FAOQ.

(6) Notify the CAC/GAC of the change
in audit cognizance and provide informa-
tion concerning status of audit issues
affecting the CAC/GAC network.

(7) Provide a listing of files maintained
at the Federal Records Center to the
gaining FAO.

(8) Issue a change of address notifica-
tion to the Federal Records Center for
any audit files that are in records reten-
tion. The change of address should be
forwarded through the regional resources
office, Attn: Records Management Offi-
cer (See DCAAM 5015.1).

(9) Provide the regional resources man-
ager, with a concurrent copy to Head-
quarters, Attn: CP and OWD, a brief
explanation of all contractor data main-
tained in the FMIS that will need to be
transferred to the gaining FAO and the
effective date of the transter. When possi-
ble, provide this information at least 60
days in advance of the anticipated
change.

(10) Transfer any data relating to the
contractor that is included in regional or
headquarters periodic reports to the gain-
ing FAO, complete with any computer-
based files (e.g., incurred cost status
report database). Concurrent notification
of the change in FAO cognizance should
be made to the responsible regional office
element.

1-503 Notification of Visits to
Contractor Facilities

1-503.1 Security Requirements and
Procedures

a. Section 3-101d of the DoD Industri-
al Security Regulation (DoD 5220.22R)
and paragraph 37 of the DoD Industrial
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Security Manual for Safeguarding Classi-
fied Information (DoD 5220.22M) re-
quire that the contractor be given ad-
vance notice in writing when access to
classified information held by the con-
tractor is involved. The manual requires
such notification to include:

_The name and title of person(s) to be
visited. _

The name, title, date and place of
birth, citizenship, and security clearance
status of the DCAA representative(s).

The purpose of and justification for the
visit, including identification of related
program(s) or contract(s) and classified
information to which access is required,
if known.

The date of the proposed visit or
period during which the notice is to be
valid.

It is DCAA policy to also include the
following information;

DCAA identification number (auditor
credential card number or equivaient).

Visitor Category (the Industrial Securi-
ty Manual designates category 1 for U.S.
government employees).

b. When a visit will require access to
classified matter held by the contractor
and/or access to a secured contractor
plant, DCAA Form 5220-1 will be used
to notify contractors of planned visits.
This form will also be used for DCAA
personnel permanently located at con-
tractor facilities (such as those assigned
to resident offices and suboffices) and for
those visiting contractors on a regular
basis (such as regional audit managers
and members of regional audit teams).
Notification in these cases will normally
consist of blanket notices submitted on
an annual basis. A copy of each notifica-
tion sent to the contractor will be for-
warded to the cognizant contract admin-
istration office.

¢. DCAA personnel will inform their
security officer of planned visits to con-
tractor facilities in sufficient time to
enable timely notification.

1-503.2 Regquired Notice to Contract
Administration Offices and Courtesy
Notice to Confractors

a. Whether or not access to classified
matter or secured area(s) is required, to
preclude duplicate demands on the con-
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tractor, prospective visitors to contractor
facilities are to provide information con-
cerning the visit to the cognizant Con-
tract Administration Office (CAQ) suffi-
ciently in advance and in adequate detail
so as to permit the CAO to advise the
visitors in the event information related
to the contract administration functions
currently exists that may satisfy the stat-
ed purpose of the visit (FAR 42.101(a)
and 42.402(a) and (b)). The visitor will
make a courtesy telephone call to inform
the contractor and make appropriate ar-
rangements if a planned visit will involve
contractor personnel. If desired, the visi-
tor may send a letter to confirm arrange-
ments made. Such a letter will not substi-
tsnatse for any notification required by 1-
1L

b. If a planned visit will involve con-
tract administration personnel, make ad-
vance arrangements comparable to those
for contractors as stated in a above.

1-504 Access to Contractor Records

1-504.1 General

a. Statutes, implementing regulations,
or contract terms may provide access to
contractors’ records for purpose of audit
(1-504.2). The clause at FAR 52.215-2
provides the auditor’s primary authority
for access to contractor records. This
clause must be inserted in all negotiated
contracts, except contracts for small pur-
chases (See FAR 15.106-2). This clause
provides the contracting officer’s repre-
sentative with the authority to examine
and audit contractors’ books, records,
documents and other evidence and ac-
counting procedures and practices, re-
gardiess of form (e.g., machine readable
media such as disk, tape, etc.) or type
(e.g., data bases, application software,
data base management software, utilities,
etc.), sufficient to reflect properly all
costs claimed to have been incurred or
anticipated to be incurred in performing
cost-reimbursement, incentive, time-and-
material, labor-hour, or price-redeter-
minable contracts. The clause also pro-
vides access rights for the purpose of
evaluating the accuracy, completeness,
and currency of cost or pricing data.
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b. In addition to access to specific cost
records, access to records refers to con-
tractor policies, procedures, systems,
management reports, personnel, minutes
of its board of directors meetings, charter
and bylaws, and any other information
source which uffects and reflects the
incurrence, control, and allocation of
costs to contracts.

¢. Adequate audits are possible only
when all existing evidence which pertains
to the represeatations, ciaims, or propos-
als under audit is available to the auditor.
A contractor’s failure to make all perti-
nent records available to the auditor
when needed leads to audit reports that
contain qualified or adverse opinions,
and may result in more difficult negotia-
tions and delay in the contract award or
settlement.

d. For field pricing support audits,
FAR 15.805-5(e) states that the auditor is
responsible for determining the scope
and depth of audit. Inherent in this
responsibility is the right of auditors to
determine the specific records or other
evidential matter needed to accomplish
the audit. DCAA auditors must adhere to
generally accepted government auditing
standards in determining what comprises
competent, relevant, and sufficient evi-
dential matter. Therefore, auditors must
use good judgment and rationale in de-
ciding what contractor records or other
evidential matter should be sought. In
determining the sufficiency of evidence
needed, auditors must consider the audit
objective, the risk, and materiality of an
error or misstatement in the area being
audited and the effect on the audit opin-
ion. See 5-505 for additional guidance on
access to contractor budgets and 14-304
on access to cash flow forecasts.

e. FAOs should not enter into written
agreements with contractors, or concur
with contractor letters, containing access
to records provisions or procedures. Any
such written agreements may give the
appearance of limiting access. However,
responses to contractor requests for writ-
ten confirmation that proprietary data
will be protected in accordance with
applicable laws and regulations are per-
missible. See 1-805 for guidance on mem-
orandum of agreements pertaining to
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matters other than access to contractor
records.

f. While FAOs will not sign agree-
ments, letters or procedures indicating
concurrence on access to records matters,
they will obtain and review any such
documents containing contractor proce-
dures or policies. If the FAO believes the
policies and procedures will invoke un-
reasonable delays, waste audit time or
otherwise impede the orderly process of
the audit, the contractor should be noti-
fied in writing of such concerns in accor-
dance with procedures in 1-504.4, and 1-
504.5. If no such concerns exist, the FAO
should follow contractor procedural ar-
rangements for obtaining access to need-
ed information.

fF Agreements between a contracting
ofticer and a contractor which appear to
restrict DCAA’s access to a contractor’s
records should be transmitted through
Headquarters, Operations to the General
Counsel for a legal analysis.

1-504.2 Statutory and Regulatory
Requirements

Among statutory bases for access to
contractor records are 10 U.S.C. 2313(a),
“Examination of Books and Records of
Contractor,” 10 U.S.C. 2306a, (“Truth in
Negotiations™), and 41 U.S.C. 422k (Cost
Accounting Standards). The following
acquisition regulations have implement-
ed these statutory and other access re-
quirements:

a. FAR 15.106-2 requires an “‘Audit -
Negotiation™” clause (FAR 52.215-2) in
a2ll negotiated contracts other than those
which are not expected to exceed
$25,000.

b. FAR 15.804-6 Table 15-2, Instruc-
tions for Submission of a Contract Pric-
ing Proposal.

c. FAR 52.215-32 (Certification of
Commercial Pricing), implementing 10
U.S.C. 2323(d).

d. FAR 52.230-2 and 52.230-3 (Cost
Accounting Standards).

e. FAR 52.216-4 (Economic Price Ad-
justment - Labor and Material).

f. FAR 52.232-16 (Progress Payments).

1-504.3 Guidance for Requesting Access
to Records

a. Records should first be verbally
requested during the FAQO’s normal
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course of business with the contractor.
The auditor should be ready to discuss
the basis for the request with the contrac-
tor. CAM or other Agency guidelines
should not be cited as the reason for
requesting a record in lieu of explaining
the underlying audit need.

b. Occasionally contractors may ask
that requests for records be in writing.
Auditors should generally accommodate
the contractor where it will facilitate
access and avoid misunderstanding.
However, contractor requirements that
all requests for records be in writing are
unacceptable as such a process would
unnecessarily impede the audit process.

c. All requests should be for specific
records rather than a general class of
records. For example, requests should be
for “the general ledger for FY 1985,” or
“the payroll register for the pay period
ending 4 July 1987 rather than “i e
general ledger,” or “payroll data. ” A.-
dressing specific records relates the re-
quest to a specific audit. This action
should avoid lengthy discussion with the
contractor on the merits of the request.

d. When the auditor does not know
precisely what records exist, a listing of
what does exist (such as “recurring finan-
cial reports” or “EDP files™) should be
requested. The listing itself may be con-
sidered a record, particularly if the con-
tractor already produces such a list for
other purposes.

e. Unusual or extensive requests for
reproduction of contractor records
should be made by supervisors and be in
writi‘t’lvgh if requested by the contractor.

f. When original records or documents
are provided by the contractor, auditors
will ensure that all such records and
documents are returned to the contractor
as soon as possible. Due professional care
will be exercised in protecting contractor
records at all times they are in the
auditor’s possession. See 1-506 guidelines
for safeguarding contractor information.

1-504.4 Conditions Representing Denial
of Access to Contractor Records

The following conditions qualify as
access to records problems where a spe-
cific record is needed within these gener-
al areas:
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a. Contractor refusal to provide access
to any requested record including sup-
port for unclaimed costs excluded under
CAS 405.

b. Unreasonable delays by contractor
representatives in permitting the audit
commencement or in providing access to
needed data or personnel. Since the de-
termination of unreasonable delay is sub-
jective, it is important to distinguish
between occasional delays due to unex-
pected circumstances (for example, a key
employee is out sick) and recurring de-
lays which suggest that it is a contractor’s
practice to engage in delaying tactics.
Recurring delays should be carefully do-
cumented with the names of contractor
employees, data requested, dates when
requested, dates when provided, etc.

c. Restrictions on reproduction of nec-
essary supporting evidential matter.

d. Partial or complete denial of access
to internal audit data or other manage-
ment reports on contractor operations.

e. Denial of access to the contractor’s
data base. This denial can be a refusal to
produce the necessary reports, or allow
DCAA to validate reports by testing the
database using DATATRAK, or other
data retrieval software.

f. Chronic failure of contractor person-
nel to comply with agreed-to dates for
furnishing data.

g. Assertion of attorney-client privilege
or attorney work product rule. The audi-
tor is not in a position to accept a claim
of attorney-client privilege or the work
product rule. Therefore, auditors should
request that Headquarters, Operations
obtain a legal opinion from DCAA coun-
sel when a claim of privilege is made.

1-504.5 Resolution of Contractor Denials

a. When contractor personnel deny or
unreasonably delay access to records
needed for audit, auditors should imme-
diately notify and thoroughly discuss the
issue with responsible contractor officials
authorized to make decisions. Reason-
able effort should be made to resolve the
issue in a timely manner at the lowest
possible DCAA and contractor manage-
ment level. If access is denied following
the initial conference with the contractor,
the auditor should follow the procedures
cited in DCAA Instruction No. 7640.17.
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b. When implementation of ‘DCAA
Instruction No 7640.17 does not resolve
contractor denial of access to records,
then the regional office should consider
requesting Headquarters to subpoena the
records in accordance with DCAA Regu-
lation No. 5500.5. The DCAA Director is
authorized to subpoena contractor docu-
ments and records needed to audit costs
incurred under flexibly priced govern-
ment contracts and subcontracts, and to
audit the accuracy, completeness, and
currency of cost or pricing data used for
negotiated government contracts and
subcontracts.

1-504.6 Impact of Contractor Denial of
Access to Records

a. Costs which are unsupported due to
lack of access to records should be ques-
tioned under price proposals. Such costs
should also be questioned on progress
payments and suspended under cost-
reimbursement contracts per 6-902a. A
contractor’s denial of access to records
may be so extensive that it is impractical
to perform any audit or determine an
amount affected by the denial. In such a
case, immediately notify all procurement
and contract administration activities
that may be involved with the subject
audit and request their assistance. In
addition, the auditor should recommend
suspension of payments on all affected
contracts until the access to records prob-
lem is resolved.

b. The impact of a contractor’s denial
of access to records on the scope of audit
should be described in the “purpose and
scope of audit,” “circumstances affecting
the audit,” and, “summary of audit re-
sults,” paragraphs of the audit report.
The report should identify the records
that were sought, discuss the need for the
records, and describe the measures that
were taken to gain access (see 10-209.2).

1-505 Records Destroyed or Not in
Condition for Audit

a. When the contractor’s records are
inadequate, not current, or otherwise not
in condition for audit, immediately bring
the deficiency to the contractor’s atten-
tion. If corrective action is not instituted
promptly, notify the regional office, the
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requesting procurement activity, and oth-
er government offices affected. The audi-
tor should not undertake or participate in
correcting the deficiencies.

b. When records are alleged to have
been destroyed, lost, stolen, or otherwise
cannot be located, obtain a written state-
ment from the contractor describing the
circumstances. Notify the contracting of-
ficer of the extent to which an audit can
be made using the remaining available
records. The auditor should not attempt
reconstruction of contractor’s records .

¢. Any audit reports issued under these
circumstances should contain appropri-
ate comments on all the facts, with any
necessary disclaimer, adverse opinion,
qualifications, and/or explanations of
questioned costs.

1-506 Safeguarding Contractor
Information

a. Perform audits in such privacy as
warranted under the circumstances, and
provide all necessary safeguards of con-
tractor-confidential data. Working pa-
pers, audit reports, unpublished financial
statements, correspondence, files, and
other records and sources available to or
in the possession of the auditor usually
contain information which the contractor
regards as confidential. Use such infor-
mation only for performance of official
duties. The auditor shall not disclose the
information to other persons except with
the contractor’s permission, and shall not
discuss information in a manner which
might permit disclosure to unauthorized
persons.

b. The law pertaining to unauthorized
disclosure of contractor information, and
penalties for violation thereof, is con-
tained in 18 U.S.C. 1905, as amended,
and is quoted below:

Whoever, being an officer or em-
ployee of the United States or of any
department or agency thereof, or
agent of the Department of Justice as
defined in the Antitrust Civil Process
Act (15 US.C. 1311-1314), publ-
ishes, divulges, discloses, or makes
known in any manner or to any
extent not authorized by law any
information coming to him in the
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course of his employment or official
duties or by reason of any examina-
tion or investigation made by, or
return, report or record made to or
filed with, such department or agen-
cy or officer or employee thereof,
which information concerns or re-
lates to the trade secrets, processes,
operations, style of work, or appara-
tus, or to the identity, confidential
statistical data, amount or source of
any income, profits, losses, or expen-
ditures of any person, firm, partner-
ship, corporation, or association; or
permits any income return or copy
thereof or any book containing any
abstract or particulars thereof to be
seen or examined by any person
except as provided by law; shall be
fined not more than $1,000, or im-
prisoned not more than one year, or
both; and shall be removed from
office or employment.

¢. Release of contractor information to
the General Accounting Office, members
of Congress and congressional commit-
tees and their staffs, offices of inspector
general, and government investigative
agencies should be handled in accordance
with the procedures outlined in the appli-
cable paragraph under 1-202, 1-405, or 1-
406. Release of contractor provided in-
formation in litigation is governed by
DCAAR 5410.11 and the discovery rules
of the forum involved. Release of con-
tractor provided information in response
to requests under the Freedom of Infor-
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mation Act is governed by DCAAR
5410.5.

1-507 Assistance in Preparing
Claims Against the Government

a. Officers and employees of the gov-
ernment are prohibited by law (18 U.S.C.
205) from acting as agents or attorneys
for prosecuting any claim against the
United States or aiding or assisting in the
prosecution or support of any such claim
other than in the proper discharge of
their official duties. A part of the audi-
tor’s official duties is to inform contrac-
tors of the manner in which public
vouchers, termination settlement propos-
als, cost statements, and other financial
representations connected with the nego-
tiation and performance of government
co(;nracts should be prepared and submit-
ted.

b. The auditor may advise contractors
as to types of costs which are considered
allowable and unallowable and on re-
quest may orally express an opinion as to
the acceptability of a specific item of
cost.

¢. Advise contractors to screen and not
claim costs specifically unallowable by
contract terms, statute, public policy, or
government regulations. If the contractor
consistently claims costs which are clear-
ly unallowable under the contract terms,
refer the matter to the Plant Representa-
ti(\)'e/ACO for appropriate action. (See 8-
405.)
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1-600 Section 6 — Relationships with the News Media

1-601 Introduction

This section contains guidelines re-
garding contacts with the news media.

1-602 General

DCAA Regulation 5230.1 implements
DoD Directive 5230.9, Clearance of
DoD Information for Public Release.
The Regulation includes guidance regard-
ing information to be furnished the news
media. Information in any form concern-
ing Agency plans, policies, programs, or
operations must be cleared through
Headquarters before release.

1-603 Processing Requests for
Information

Agency personnel are often contacted
directly by the news media. Although
talking with the news media is not prohi-
bited, the above references govern the
release of information. If contacted by
the media, the employee should obtain
the person’s name, the organization rep-
resented and telephone number, and the
questions to be answered. This informa-
tion and the circumstances surrounding
the request should be conveyed to the
Agency Executive Officer (DX), Head-
quarters. The Executive Officer is re-
sponsible for deciding how the request
from the media will be satisfied and for
obtaining appropriate clearance for the
release of information.
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1-700 Section 7 — Processing Freedom of Information Act (FOIA) Reguests

1-701 Introduction

This section contains information and
pertinent references for processing Free-
dom of Information Act (FOIA) requests.

1-702 General

The Freedom of Information Act, 5
US.C. 552, is a public law which is
designed to allow the general public ac-
cess to government records. DCAA Refgu—
lation 5410.8, DCAA Freedom of Infor-
mation Act Program, implements DoD
Directive 5400.7, DoD Freedom of Infor-
mation Act Program. DCAA’s imple-
menting regulation is codified as 32
C.F.R. Part 290 and contains policy and
procedural information relative to the
Act. This issuance is supplemented by
DCAAP 5410.14, DCAA Freedom of
Information Act Processing Guide, and
DCAAP 5410.12, FOIA: A Manager’s
Guide to a Complex Law, and Chapter
19 to DCAAM 5020.9, FAO Administra-
tive Manual. A self-paced tutorial on the
FOIA may be found on the local area
network as part of the info systems menu.

1-703 Scope of the Statute

All audit work products are subject to
public demand under the Freedom of
Information Act. Although there is a
preference for release of government doc-
uments, aspects of these documents may
be subject to withholding under one or
more of the established exemptions con-
tained in the Act. The Agency must prove
that a specific harm will be realized to

preclude release of the requested records.
An explanation of the exemptions is
contained in DCAAP 5410.14.

Typically, requesters seek copies of
audit reports and working papers. Some
requests are specific to a particular audit
report while others are more general.
Since the release of most audit reports is
at the sole discretion of the contracting
officer, the primary demand for records
will be limited to the working papers.
Requests for DCAA records compiled to
support an ongoing investigation are nor-
mally referred to the investigative agency
for processing until all actions related to
the case have been resolved. Similarly,
requests that would cover records gener-
ated in support of a trial attorney are
covered by the attorney work product
privilege. Their release should be coordi-
nated with the trial attorney or his/her
SuCCessor.

1-704 Processing Requests for
Information under the Freedom of
Information Act

Request for records may require a
search of the Agency’s records to identify
potentially responsive documents and
information pertinent to the releasability
of each record. Specific instructions for
the processing of each request will be
provided by the FOIA Coordinator at the
regional level and the DCAA Information
and Privacy Advisor for the Headquar-
ters. A listing of Agency FOIA personnel
may be found in DCAAR 5410.8 and
DCAAP 5410.14,.
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1-800 Section 8 — Auditor Participation on Contractor and Government
Process Action Teams (PATs) and Process Oriented Contract
Administration Services (PROCAS)

1-801 General

a. Auditors are often asked to partici-
pate on contractor or government PATs.
In most cases, the PATS’ objectives are to
study and suggest improvements to sys-
tems of internal controls as well as to
analyze the efficiency and effectiveness
of the process. This section provides
guidance on auditor participation on
PATs.

b. PATs are generally formed to evalu-
ate and improve a process or system.
Generally, PAT membership is cross-
functional and consists of nonmanage-
ment personnel. PATs are generally advi-
sory in nature and provide their recom-
mendations to management for further
consideration and implementation.

1-802 Auditor’s Role on Contractor
PATs

a. The auditor can be a full voting
participant on PATs that are not empow-
ered to make management decisions.
Usually, the auditor is asked to partici-
pate on PATs addressing contractor sys-
tems for which DCAA has audit responsi-
bility such as billing, estimating, compen-
sation, and accounting systems. For
PATs focusing on other systems for
which DCAA does not have the primary
responsibility, DCAA should provide
support as requested and appropriate in
the circumstances.

b. DCAA’s role as independent finan-
cial advisor to the contracting officer
limits our participation on contractor
PATs, steering committees, quality
boards, or other similar groups that are
empowered to make management deci-
sions. The auditor can participate in
most of the team activities such as team
meetings, discussion of risk areas, discus-
sion of key internal controls, establishing
evaluation criteria, and the development
of metrics. However, the auditor cannot
be involved in a decision-making process
such as voting on implementation of
recommendations and corrective actions.

¢. Actual and perceived independence
must be maintained by not participating
or being identified with contractor man-
agement groups. Examples of manage-
ment groups that generally make manage-
ment decisions include executive steering
committees, quality councils, and man-
agement advisory boards.

d. The auditor should document im-
portant aspects of participating on the
PAT. Examples of items to document
include coordination of specific risk areas
that should be considered by the PAT for
improvement, the PAT’s objective, the
auditor’s role on the PAT, identification
of key PAT milestones and when these
milestones were accomplished, atten-
dance at key PAT meetings, the PAT’s
recommendations, and metrics used to
assess effectiveness of the system. The
auditor shoulu also follow up to evaluate
any recommendations made to the sys-
tem and consider these improvements
when scoping any future audits of the
system.

e. Since the system that is being evalu-
ated by the PAT belongs to the contrac-
tor, the contractor performs most of the
action to implement improvements to
the system, while the government active-
ly monitors the improvements. The audi-
tor’s participation on contractor PATs
does not preclude DCAA from conduct-
ing audits and expressing an opinion of
the particular process in the future as are
considered necessary, even if the opinion
is contrary to the recommendation or
conclusions of the PAT. Figure 1-8-1 is
an example of a letter that should be sent
to the contractor describing the auditor’s
role on contractor PATs.

1-803 Auditor’s Role on Government
PATs

Auditors can fully participate on gov-
ernment PATs that are studying pro-
cesses involving DCAA mission responsi-
bilities. Examples of government PATs
that auditors are frequently asked to
participate on include PATs formed to
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study and suggest improvements on ac-
quisition processes or regulations.

1-804 Process Oriented Contract
Administration Services (PROCAS)

a. Process Oriented Contract Adminis-
tration Services (PROCAS) is a Defense
Contract Management Command
(DCMC) initiative to foster and promote
continuous contractor process improve-
ment through teaming efforts. The funda-
mental concepts of PROCAS are similar
to Total Quality Management and Con-
tractor Risk Assessment Guide (see 3-
104.4).

b. When implementing PROCAS, rep-
resentatives from the contractor, DCMC,
the buying office, and DCAA use analyti-
cal techniques to evaluate and make
continuous improvements to contractor
and government processes.

¢. The auditor should be asked to
participate on PROCAS teams that will
be evaluating systems for which DCAA
has audit responsibility such as billing,
estimating, compensation, and account-
ing systems. For other systems for which
DCAA does not have primary responsi-
bility, the FAO should provide support as
requested and as appropriate. The guid-
ance discussed at 1-802 and 1-803 also
applies to DCAA’s participation on
PROCAS teams.
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d. The auditor should be involved in
the system selection process to ensure
that high-risk systems identified by
DCAA are considered for selection by the
PROCAS team. This is accomplished by
coordinating audit plans with the PRO-
CAS team, sharing risk assessments, and
recommending that the PROCAS team
select systems identified with high risk to
the government. This will assist the PRO-
CAS team to identifv, prioritize, and
select high-risk systems for review.

1-805 Memorandum of Agreement

Sometimes when participating on
PATs, PROCAS teams, or other similar
types of teams, the auditor may be asked
to sign a teaming agreement or memoran-
dum of agreement (see 1-504.1.¢ for
guidance on memorandums of agreement
pertaining to access to contractor rec-
ords). Auditors generally should not sign
these agreements. The auditing standard
of independence precludes DCAA from
entering into most agreements. If the
contractor or Federal agency insists on
the FAO entering into such agreements,
the FAO should send the proposed mem-
orandum of agreement and background
material before executing the agreement
through the regional office to Headquar-
ters, Attn: PFD, for coordination.
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Figure 1-8-1

Figure 1-8-1
Notification Letter to Contractor

Danica Smith, Controller
ABC Corporation

507 Main Street

Any City, State 00000

Dear Ms. Smith:

You have requested that DCAA provide a participant on a PAT you are establishing
to study and suggest improvements in your processes and internal controls for
[identify system or process that is being evaluated]. I believe your desire to pursue
continuous process improvement in this critical area has significant potential benefit
to the government. Accordingly, I have assigned _____ Ms/Mr. _______ of my
staff to participate. They may be contacted at [telephone no.].

While 1 am supportive of your PAT efforts and understand the value of a DCAA
participant, it is important that you acknowledge the following conditions regarding
such participation. Ms./Mr. ______ is participating in her or his individual capacity,
and his or her contributions do not represent formal audit opinions of the DCAA. As
such, DCAA reserves the right to conduct such audits in the future as are considered
necessary, in accordance with FAR, and to render independent opinions as a result of
such work, even if such opinions are contrary to the recommendations or conclusions
of this PAT.

Sincerely,

James Jones
FAO Manager
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CHAPTER 2

2-000 AUDITING STANDARDS

2-001 Scope of Chapter

a. The term “‘audit™ is used to refer to a
variety of types of examinations and
reviews by a person other than the pre-
parer of the data. There is no commonly
accepted definition of precisely what con-
stitutes an audit that can be assumed to
apply to all cases in which the term is
used. In order to be understood, the term
“audit” must be accompanied by an
explanation of (1) the auditing standards
followed and, (2) if not otherwise implied
by the standards, the purpose and scope
of work undertaken.

b. Auditing standards differ from audit
procedures as discussed elsewhere in
CAM in that procedures relate to acts to
be performed, whereas standards deal

with measures of quality of the perfor-
mance of those acts and the objectives to
be attained by use of the procedures
undertaken.

c. Government audit standards include
generally accepted auditing standards of
the American Institute of Certified Pub-
lic Accountants and audit policy state-
ments of the General Accounting Office
and the Office of Management and Bud-
get. It is important to understand these
standards and how they affect DCAA
audits. Generally these standards govern
(1) the quality of the audit performance,
(2) the nature and extent of audit evi-
dence to be obtained by means of audit-
ing procedures, and (3) the nature and
content of audit reports.
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2-100 Section 1—Generally Accepted Auditing Standards and Their
Relationship to DCAA Audits

2-101 AICPA Auditing Standards

a. Generally accepted auditing stan-
dards (“GAAS”) refer to the auditing
standards approved and adopted by the
membership of the American Institute of
Certified Public Accountants (AICPA).
The standards are oriented toward inde-
pendent audits of financial statements.
They also apply, however, at least in part,
to audits of “‘selected financial data” that
is less than a complete financial state-
ment and to agreed-upon audit proce-
dures examinations (less than a full-scope
audit) that may be used in certain cir-
cumstances when a “special” report pro-
viding less assurance than an audit in
accordance with GAAS is to be issued.
Thus, they may be applied to the audit of
a contract, a particular transaction, or a
department of a business, governmental,
or nonprofit entity.

b. The AICPA, through its Auditing
Standards Board, has also issued an ex-
tensive series of interpretations of its
standards (referred to as Statements on
Auditing Standards (SAS), which CPAs
are expected to follow in order to comply
with GAAS. A copy of the AICPA publi-
cation with all ofy the SAS is in each
DCAA field audit office library. The
AICPA also publishes “‘audit guides” to
provide relatively specific guidance for
the audit of companies in certain special-
ized industries such as banking, invest-
ment companies, finance companies, etc.
Of special interest to DCAA auditors is
the Guide for Audits of Federal Govern-
ment Contractors, published in 1990.
The guide is tailored for an audit pursu-
ant to GAAS of complete financial state-
ments of contractors prepared in accor-
dance with Generally Accepted Account-
ing Principles (GAAP) and addresses
many of the same internal control and
compliance issues of concern to DCAA
auditors. A copy of the guide is included
in each DCAA field audit office library.

2-102 Other AICPA Standards

a. In addition to performing audits of
“historical” financial statements in ac-

cordance with GAAS, auditors perform
other types of “‘attest” services to which
other AICPA standards apply. For exam-
ple, separate standards have been issued
for “prospective” financial statements
which include forecasts and projections.
These standards provide for a four-level
approach to such data in which the
auditor may perform either (1) an “exam-
ination” of the data, (2) a “review” of the
data, (3) a “compilation” of the data, or
(4) agreed-upon procedures which are
generally less than (1) and either more or
less than (2). The existence of these four
levels of work provides the auditor with
considerable flexibility to tailor the en-
gagement to the needs of the user of the
audit report.

b. Separate standards also have been
issued for other types of attestation en-
gagements. Commonly, these engage-
ments involve reports of statistical or
factual non-financial statement data, but
also may involve such matters as compli-
ance with a prescribed code of ethics, or
other prescribed procedures or standards.
The attestation standards are a natural
extension of the GAAS for financial
statement audits. They deal with the need
for technical competence, independence
in mental attitude, due professional care,
adequate planning and supervision, suffi-
cient evidence, and appropriate report-
ing.

2-103 Government Auditing
Standards

a. “‘Standards for Audit of Governmen-
tal Organizations, Programs, Activities,
and Functions™ are developed and pub-
lished by the Comptroller General. The
latest version was published in 1988. A
copy is included in each DCAA field
audit office library. The Comptrolier
General’s standards incorporate GAAS
by reference and add standards for mat-
ters of unique concern in government
audits. The Comptroller General’s stan-
dards identify government contract au-
dits as being “financial related audits™ to
which certain financial statement audit-
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ing (as opposed to compliance or other
audits) standards apply. OMB Circular
A-73, dated 20 June 1983, and DoD
Directive 7600.2, dated 26 January 1990,
incorporate the Comptroller General’s
standards by reference as well as those
issued by the President’s Council on
Integrity and Efficiency and the Inspector
General of the Department of Defense.
The government auditing standards are
applicable to DCAA.

b. The government auditing standards
have expanded the AICPA’s general au-
diting standards to require continuing
education and a quality control program,
and adopted the AICPA auditing stan-
dards for audit field work and reporting.
Standards related to the following mat-
ters have been added for governmental
audits:

(1) Planning should include consider-
ation of the audit requirements of all
levels of government.

(2) A test should be made of compli-
ance with applicable laws and regula-
tions.

(3) Performance audits will assess the
economy and efficiency of operations or
programs.
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{4) Requirements for working papers
set the level of documentation which the
auditor must develop.

(5) Supplemental reporting standards
deal with reporting on compliance, illegal
acts, internal controls, and performance
audits.

c¢. Under GAAS, an auditor is not
required to evaluate, per se, the reason-
ableness of business operating decisions
or matters of management and operation-
al efficiency that directly impact operat-
ing costs. Government auditing stan-
dards for performance audits require the
auditor to consider such matters. Perfor-
mance audits should determine (1)
whether the entity is acquiring, protect-
ing, and using 1ts resources (such as
personnel, property, and space) economi-
cally and efficiently; (2) the causes of
inefficiencies or uneconomical practices;
and (3) whether the entity has complied
with the laws and regulations concerning
matters of economy and efficiency. These
performance audit standards relate to
DCAA operations audits and other such
audit activities carried out to assess the
reasonableness of contract cost.
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2-200 Section 2—General Standards

2-201 Introduction

This section explains the “general stan-
dards” element of government auditing
standards for conducting audits. General
standards relate to the qualifications of
the staff, the audit organization’s and the
individual auditor’s independence, the
exercise of due professional care in per-
forming the audit and in preparing relat-
ed reports, and the presence of quality
controls.

2-202 Qualifications

The staff assigned to conduct the audit
should collectively possess adequate pro-
fessional proficiency for the tasks re-
quired.

a. This standard requires that those
assigned to the job coliectively have the
skills necessary for the task at hand; their
qualifications should be commensurate
with the scope and complexities of the
assignments. Audits vary in purpose and
scope. Some require an opinion on the
adequacy of financial representations;
others an opinion on compliance with
specific laws, contractual provisions, and
other requirements; others require re-
views of efficiency and economy of oper-
ations; and still others require some or all
of these elements. Since audits frequently
require a wide variety of skills, an auditor
may need technical assistance from other
disciplines such as legal, engineering, and
production/quality control. The auditor
should make arrangements to secure any
needed technical assistance from the
ACO/plant representative or responsible
acquisition agency.

b. The effectiveness of contract audits
is governed in large measure by the
caliber and training of the person or
persons performing the work. The audi-
tor is expected to have acquired through
continuing education, training and expe-
rience the ability to plan; to devise and
apply effective audit procedures; to deter-
mine facts; to make reasonable judg-
ments and decisions; and to prepare
objective and effective reports.

¢. The continuing education and train-
ing may include such topics as current
developments in audit methods, account-
ing, assessment of internal controls, prin-
ciples of management and supervision,
financial management, statistical sam-
pling, evaluation design, and data analy-
sis. It may also include subjects related to
the auditor’s field of work, such as public
administration, public policy and struc-
ture, industrial engineering, economics,
social sciences, and computer science.

d. DCAA requires all audit staff mem-
bers to complete 80 hours of professional
training or development during each two-
year reporting period. At least 20 of the
80 hours of training must be completed
in each fiscal year. These hours of train-
ing shall be referred to as continuing
professional education (CPE) credits, and
the terms training and education are used
interchangeably.

e. Continuing professional education is
a shared responsibility of Headquarters
and the regions; however, the primary
responsibility resides with the individual
supervisors and staff members. DCAA
staff must have satisfied the CPE require-
ment to meet the government auditing
standards underlying audit planning, di-
recting, conduct, and reporting. The spe-
cific responsibilities of all parties are
defined in the DCAA Personnel Manage-
ment Manual, DCAAM 1400.1.

f. These standards do not exclude the
use of auditors in a training status, as
long as trainees are assigned duties com-
mensurate with their experience and ca-
pabilities and are adequately supervised.
Proper supervision of the work done by
trainees will contribute to their develop-
ment and skill and should assure mainte-
nance of acceptable standards.

2-203 Independence

In all matters relating to the audit
work, the audit organization and the
individual auditors should be free from
personal or external impairments to inde-
pendence, should be organizationally in-
dependent, and should maintain an inde-
pendent attitude and appearance.
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a. As an_ employee of DCAA, the
contract auditor’s primary respons:blhty
is to protect the interests of the govern-
ment. However, the auditor’s effective-
ness depends on the ability to develop
and evaluate facts and arrive at sound
conclusions objectively (based on unbi-
ased judgments) and independently (not
subject to influence or control by others).
The matter of independence and objec-
tivity also requires that the auditor not
identify so closely with contractor per-
sonnel that practices or decisions of the
contractor go unexamined or are exam-
ined only cursorily.

b. The conduct of audits and prepara-
tion of reports may require the display of
courage, particularly with respect to au-
dits involving sensitive areas (e.g., mat-
ters affecting contractor profits or cash
flow). There%ore, the auditor’s status and
organizational position should provide
the authority and opportunity to make
and report findings and recommenda-
tions objectively.

c. Each auditor has an obligation to
refrain from entering into any relation-
ship (financial, social, or other) with
contractors and their officers and em-
ployees which would impair his or her
objectivity or reflect discreditably on
him/her or the DoD. It is essential that he
or she observe the prescribed Standards
of Conduct (DCAA Regulation No.
5500.2) to ensure compliance with the
ethical standards demanded of all public
servants.

d. It is important not only that the
auditor be independent and impartial in
fact, but also that other persons consider
him or her so. In this connection, there
are three general classes of impairments
that the auditor should consider: person-
al, external, and organizational. If one or
more of these affect his or her objectivity,
he or she should decline to perform the
audit. Some brief examples of the three
types of impairments follow:

(1) Personal. In some circumstances an
auditor cannot be impartial because of
his or her views or personal situation.
These circumstances could include: rela-
tionships of a personal nature that might
limit or inhibit his or her inquiry; precon-
ceived ideas; prior employment with the
contractor bemg audited; and financial
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interest, direct or indirect, in the entity
being audited.

(2) External. These factors can restrict
the audit or infringe on the auditor’s
ability to form independent and objective
opinions and conclusions and may in-
clude: interference in the scope and char-
acter of the audit that could modify audit
results; denial of access to sources of
information such as books, records, and
supporting documents or officials and
employees of the organization under au-
dit; interference in the assignment of
personnel to the audit task; actions by
contractors significantly influencing the
auditor’s judgment regarding the content
of the audit report; and unreasonable
restrictions on the time allowed to com-
petently complete the audit assignment.

(3) Organizational. The auditor’s inde-
pendence can be affected by his or her
place within the organizational structure
of government. To achieve maximum
independence, auditors and their respec-
tive audit organizations not only should
report to the highest echelon within their
governmental component but should be
organizationally independent. DoDD
5105.36 (see Supplement 1-1S1) estab-
lished DCAA as an independent agency
of DoD; accordingly, an environment
exists where DCAA can function in an
independent, objective manner in per-
forming its contract audit services.

2-204 Due Professional Care

Due professional care should be used
in conducting the audit and in preparing
related reports.

a. The matter of due care concerns
what the independent auditor does and
how well he or she does it. For example,
due care in the matter of working papers
requires that their content support the
auditor’s opinion.

b. In the exercise of due professional
care, the auditor must be fully aware of
the purpose of the review and must be
mentally alert, inquisitive, and responsi-
ble. Due care also requires all supervisors
to look critically at the work done and the
judgments made by those assisting in the
examination.

c. Due professional care requires that
the auditor observe recognized auditing
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standards and apply them professionally,
not perfunctorily. Application of due care
represents the difference between audit-
ing by the continuous exercise of good
judgment and mere checking by rote.
Professional auditing cannot be reduced
to rote; the auditor’s judgment is vital at
almost every point in the examination.
Unusual care in the mechanics of audit-
ing is necessary to ensure competent
work because the auditor’s opinion is
based on personal judgment and on infor-
mation obtained by tests, sampling, and
other appropriate methods.

2-205 Quality Control

Audit organizations conducting gov-
ernment audits should have appropriate
internal quality control systems in place
and participate in an external quality
control review program.

a. A strong internal quality control
system has been in place within DCAA
since its inception. The system has been
well documented in the Agency’s charter,
regulations, instructions, contract audit
manuai, personnel management manual,
etc. Agency managers and supervisors
serve as the focal point for assuring that
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policies and procedures are adequate
(including appropriate reflection of au-
diting standards) and are properly ap-
plied. The functioning strength of the
Agency’s system is apparent in the atten-
tion given to improving it over the years.
In particular, the Agency’s implementa-
tion of the Federal Financial Managers
Financial Integrity Act and related DoD
internal management control system re-
quirements (DoD Directive No. 5010.38)
was achieved by consolidating the vari-
ous existing quality controls. Procedures
are in place for periodic vulnerability
assessments and internal reviews.

b. Organizations conducting govern-
ment audits should have an external
quality control review at least once every
three years by an organization not affili-
ated with the organization being re-
viewed. The external quality control re-
view program should determine that: (1)
the organization’s internal quality control
system is in place and operating effective-
ly and (2) established policies and proce-
dures and applicable auditing standards
are being followed in its audit work. For
DCAA this function is performed pri-
marily by the Department of Defense,
Office of Inspector General.
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2-300 Section 3 — Field Work Standards
for Financial Statement and Financial Related Audits

2-301 Introduction

The field work standards explained in
this section are to be followed in per-
forming financial statement audits and
financial related audits. Financial related
audits are defined as including contract
audits such as those performed to evalu-
ate bid proposals, contract pricing,
amounts billed, amounts due on termina-
tion claims, and compliance with con-
tract terms.

2-302 Planning

The auditor’s work will be adequately
planned. This standard particularly con-
cerns the timeliness of audit procedures
and the orderliness of their application. It
places upon the auditor the responsibility
for scheduling in advance for an effective
and timely audit.

a. Before beginning an audit assign-
ment, it is essential to understand fully
the purpose of the audit, to be aware of
contractual, regulatory, or other factors
pertinent to the review; and to consider
the type of report to be prepared upon
completing the assignment. The initial
planning phase includes a review of perti-
nent files, such as the working papers of
previous audits, copies of contracts, and
correspondence related to the current
audit. It also includes discussion and
coordination with procurement officials
and contractor personnel, so that the
work may proceed smoothly and effi-
ciently. When appropriate, arrangements
. should be made for audits of costs of
subcontractors or other divisions of the
contractor and for technical assistance.

b. The auditor should consider whether
specialized computer-related skills are
needed to help determine the impact of
computer processing on the overall audit.
For example, the auditor needs to assess
if special computer skills are needed to
help understand the flow of transactions
through the svstem, to help determine the
nature of the accounting control proce-
dures for the system, or to help design
and perform the audit procedures neces-

sary to review the system. If specialized
skills are needed, the auditor should seek
the assistance of a professional possessing
such skills, who may be within either
DCAA or government procurement orga-
nizations. If the use of such a professional
is planned, the auditor should have suffi-
cient computer-related knowledge to (1)
communicate the cbjectives of the other
professional’s work, (2) evaluate whether
the specified procedures will meet the
auditor’s objectives and (3) evaluate the
results of the procedures applied as they
relate to the nature, timing, and extent of
other planned audit procedures. The au-
ditor’s responsibilities with respect to
using such a professional are equivalent
to those for other assistants functioning
as members of the audit team.

c. The auditor should consider the
methods the contractor used to process
accounting information in planning the
audit because such methods influence the
design of the accounting system and the
nature of the internal accounting control
procedures. The extent to which comput-
er processing is used in significant appli-
cations, as well as the complexity of that
processing, may also influence the nature
and extent of audit procedures.

d. Before preparing audit programs,
the entity to be audited should be sur-
veyed. A skillfully performed survey
should provide information about the
size and scope of the contractor’s activi-
ties and any areas in which there may be
weaknesses in internal controls, uneco-
nomical or inefficient operations, ineffec-
tiveness in achieving prescribed goals, or
lack of compliance with applicable laws
and regulations. Tests to determine the
significance of such matters are to be
performed in the detailed audit work and
should be carefully set out in the audit
program. It should be emphasized, how-
ever, that the survey discussed here is
primarily a review of prior audit work
(e.g., permanent files). At major contrac-
tors, the main source of internal control
information is normally the applicable
system review which is summarized on
the internal control audit planning sum-
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mary sheet in the permanent file (see 3-
300 and 5-100). To the extent that this
prior audit work does not provide the
auditor with adequate planning informa-
tion, the scope of the audit being planned
may have to be expanded.

e. A written audit program should be
prepared for each audit to effectively
communicate objectives to all staff mem-
bers, to facilitate control of the audit
work, and to provide a permanent record
of the work to be accomplished. Where
appropriate, the Agency’s standard audit
program can be used to meet these objec-
tives; or, if necessary, it can be used as a
starting point for developing an audit
program tailored to the specific review
being planned. Although the information
needed to prepare a satisfactory audit
program will vary with each assignment,
it should ordinarily include the following:

(1) The purpose of the audit and its
scope.

(2) Information concerning the con-
tractor’s operations, its sources of reve-
nue, principal locations, and similar
items needed to understand the objec-
tives and operational characteristics of its
work.

(3) A carefully drawn statement of
what the auditor is expected to produce
as'a result of the audit. This statement
should tell the auditor the issues in which
he or she is expected to reach conclu-
sions. In financial and compliance audits,
the financial reports 10 be examined
should be specified as well as principal
laws and regulations to which compliance
is to be determined. In audits of economy
and efficiency, the criteria prescribed for
evaluating the economy and efficiency of
the audit area should be clearly set out.

(4) The procedures to be used. When
multilocation programs are to be per-
formed, the audit organization that is
centrally planning the work should usual-
}y prescribe very specific methods to be
ollowed in the examination to be sure
that the data obtained from all participat-
ing locations will be comparable. How-
ever, this should be done in a manner
that does not restrict the auditor’s profes-
sional judgment. Audit programs should
never be used as a blind checklist orin a
way that stifles initiative, imagination,
and thoroughness in performing an audit.

January 1995

2-303 Supervision

Assistants are to be properly super-
vised. This standard places upon the
auditor the responsibility for ensuring
that subordinate staff members receive
appropriate guidance.

a. When assistants are used, the
amount of preparatory training and the
direct on-the-job supervision required on
a given assignment will vary according to
the assistants’ experience and compe-
tence. The auditor-in-charge is responsi-
ble for ensuring that assistants are appro-
priately instructed in the particular seg-
ments of work assigned and that their
work is professionally competent. Re-
sponsibility cannot be severed from au-
thority; the auditor-incharge as well as
other supervisory auditors must exercise
due care in supervising assistants and in
reviewing their work and judgments.

b. Supervisory review should be direct-
ed to both the substance and the method
of auditing. The review should ensure
that (1) the auditor conforms to the
auditing standards, (2) the audit pro-
grams are followed, unless deviation is
justified and authorized, (3) the working
papers adequately support findings and
conclusions, (4) the working papers pro-
vide adequate data to prepare a meaning-
ful report, and (5) the auditor will accom-
plish the audit objectives. Documenta-
tion of supervisory reviews should be
prepared and retained.

2-304 Legal and Regulatory
Requirements

In performing contract audits, auditors
should be knowledgeable of laws and
regulations applicable to the costing and
pricing of government contracts. For ex-
ample, when contracts are subject to
specific federal laws and regulations
where violation may entail contractual
penalties (such as Truth in Negotiation
Act (10 U.S.C. 2306a); Cost Accounting
Standards (50 U.S.C. App. 2168); or
Walsh-Healey Public Contracts Act (41
U.S.C. 35-45)), contracts are required to
describe the a?eneral provisions of the law
and the penalty or penalties for violation.

a. This standard places upon the audi-
tor the responsibility for determining
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whether contractors have complied with
contractual costing and pricing require-
ments. As a general rule, audit files
should contain details concerning the
laws and regulations pertinent to the
government contracts under audit. Addi-
tionally, liaison between the auditor and
the administrative contracting officer
should provide the information necessary
to keep the files current.

b. The standards for reporting require a
statement in the report regarding any
significant instances of noncompliance
disclosed by the examination and evalu-
ation work. What :s to be included in this
statement requises judgment. The audi-
tor cannot be expected to be completely
knowledgeable about legal ramifications
of all noncompliance issues but should
seek assistance from DCAA and govern-
ment procurement legal counsel in in-
stances when specific guidance is not
available. Insignificant noncompliances
need not be disclosed except where they
could result in significant adjustments
due to changed circumstances. When a
noncompliance is reported, the auditor
should place the findings in proper per-
spective. The extent of instances of non-
compliance should be related to the num-
ber of cases examined to provide the
reader with a basis for judging the preva-
lence of noncompliance.

¢. In determining the nature, timing,
and extent of the audit steps and proce-
dures to test for compliance, the auditor
should assess the risk of noncompliance
with laws and regulations occurring and
having a direct and material effect on the
results of contract audits. The auditor
should assess the risk that the entity did
not comply with those laws and regula-
tions and the risk that the entity’s control
structure to ensure compliance with laws
and regulations might not prevent or
detect that noncompliance. At major con-
tractor locations this assessment of con-
trol risk is normally maintained in the
Internal Control Audit Planning Summa-
Pi sheet maintained in the permanent
ile.

d. Cost Accounting Standards (50
U.S.C. 2168) are issued to achieve (1) an
increased degree of uniformity in cost
accounting practices among government
contractors in like circumstances, and (2)
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consistency in cost accounting practices
in like circumstances by individual gov-
ernment contractors over periods of time.
Increased uniformity and consistency in
accounting improve understanding and
communication, reduce the incidence of
disputes and disagreements, and facili-
tate equitable contract settlements. FAR
30.202-6¢ and 30.202-7b outlines the
basic functions of the contract auditor in
the implementation of the Cost Account-
ing Standards. The broad base of CAS
coverage on DoD contracts, coupled with
the number and scope of the standards
promulgated, have had a substantive ef-
fect on DCAA audit procedures and
responsibilities.

e. In determining compliance with laws
and regulations the auditor should design
audit steps and procedures to provide
reasonable assurance of detecting errors,
irregularities, and illegal acts that could
have a direct and material effect on the
results of contract audits. The auditor
should also be aware of the possibility of
illegal acts that could have an indirect
and material effect on the results of
contract audits.

2-305 Internal Control Structure

a. The auditor should obtain a suffi-
cient understanding of the internal con-
trol structure to adequately plan the
audit. At major contractors, the review to

in this understanding is normally per-
ormed and documented in separate au-
dits of the contractor’s systems, and
summarized on the internal control audit
planning summary (ICAPS) forms (see 3-
300 and 5-100). This understanding
should include knowledge of the contrac-
tor’s control environment, accounting

system, and relevant control procedures. |

The auditor should also determine
whether relevant policies and procedures
have been placed 1n operation. Generally,
relevant policies and procedures pertain
to a contractor’s ability to record, pro-
cess, summarize, and report contract and
financial information, and to ensure
compliance with applicable laws and reg-
ulations.

b. Knowledge may be obtained from
various sources, including previous au-
dits, inquiries of management officials
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and others, and observations of contrac-
tor operations. The extent of knowledge
required depends upon the auditor’s
judgements concerning inherent risk, ma-
teriality, and the complexity and sophist-
ication of the contractor’s operations and
systems, including whether the method of
controlling accounting data is highly de-
pendent on computerized controls. Addi-
tional guidance on the review of contrac-
tor internal control structures is con-
tained in Chapter 5.

c. The auditor should document the
understanding of the contractor’s internal
control structure. The form and extent of
the documentation is influenced by the
size and complexity of the contractor and
the contractor’s intermal control struc-
ture. Documentation of the internal con-
trol structure of a large complex contrac-
tor may include flowcharts, question-
naires, narratives, computer program
documentation, etc. For a small contrac-
tor, less documentation may be required.
Additional guidance on the documenta-
tion of contractor internal control struc-
tures is contained in 5-100.

d. A contractor’s internal control struc-
ture is comprised of three elements: the
control environment, the accounting sys-
tem, and the control procedures. Charac-
teristics of a satisfactory internal control
structure are discussed i Chapter 5 and
other chapters and appendixes of this
manual.

2-305.1 Control Environment

a. The control environment represents
the collective effect of various factors on
establishing, enhancing, or mitigating the
effectiveness of specific policies and pro-
cedures. Such factors include manage-
ment’s philosophy and operating style,
the entity’s organizational structure, the
functioning of the board of directors and
its committees, the methods of assigning
authority and responsibility, manage-
ment’s control methods for monitoring
and following up on performance, man-
agement’s attitude toward internal and
external audit, the entity’s personnel poli-
cies and practices, and various other
external influences that affect an entity’s
operations and practices.

b. Obtain sufticient knowledge of the
control environment to understand man-
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agement’s and the board of directors’
attitude, awareness, and actions concern-
ing the control environment. Concentrate
on the substance of management’s poli-
cies, procedures, and related actions rath-
er than their form, because management
may establish policies and procedures but
not act on them. Similarly, management
may establish a formal code of conduct
but act in a manner that condones viola-
tions of that code.

c. Additional guidance on the review of
contgactor policies is contained in Chap-
ter J.

2-305.2 Accounting System

a. The accounting system consists of
the methods and records established to
identify, assemble, analyze, classify, rec-
ord, and report accounting transactions
and to maintain accountability for the
related assets and liabilities. An effective
accounting system identifies and records
all valid transactions, describes transac-
tions in sufficient detail to permit proper
classification for financial reporting,
measures the value of transactions in a
manner that permits proper monetary
recording, records tranmsactions in the
proper accounting period, and presents
transactions properly in the financial
statements.

b. Obtain sufficient knowledge of the
contractor’s accounting system to under-
stand the classes of significant transac-
tions, how these transactions are initiat-
ed, the accounting records, supporting
documents, machine-readable informa-
tion, and the specific accounts involved
in the processing and reporting of trans-
actions, the accounting process involved
from the initiation of a transaction to its
inclusion in cost representations to the
government, including how the computer
1s used to process data, and the reporting
process used to prepare the contractor’s
financial statements and cost representa-
tions.

c. Additional guidance on the review
and documentation of contractor ac-
gouming systems is contained in Chapter

2-305.3 Control Procedures

a. Control procedures are those policies
and procedures in addtiion to the control
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environment and accounting system that
management has established to provide
reasonable assurance that specific objec-
tives will be achieved. These control
procedures may be integrated into specif-
ic components of the control environ-
ment and accounting system. They gener-
ally pertain to:

(1) Proper authorization of transac-
tions and activities.

(2) Segregation of duties that reduces
the opportunities to allow any person to
be in a position to both perpetrate and
conceal errors or irregularities.

(3) Design and use of adequate docu-
ments and records to help ensure the
proper recording of transactions and
events.

(4) Adequate safeguards over access to
and use of assets and records, such as
secured facilities and authorization for
access to computer programs and files.

(5) Independent checks on perfor-
mance and proper valuation of recorded
amounts, such as clerical checks, compar-
ison of assets with recorded accountabili-
ty, computer-programmed controls, and
user review of computer-generated re-
ports.

b. Control procedures are often inte-
grated in specific components of the
control environment and accounting sys-
tem. As knowledge is obtained about the
control environment and accounting sys-
tem, the auditor is likely to develop an
understanding of some control proce-
dures. Consider this when determining
whether it is necessary to devote addi-
tional time to obtaining an understand-
ing of control procedures.

c. Additional guidance on the review of
contractor procedures is contained in
Chapter 5.

2-305.4 Procedures to Obtain
Understanding

a. Perform procedures to provide suffi-
cient knowledge of the design of the
relevant policies, procedures, and records
for each of the three internal control
structure elements. It is also important to
determine whether they have been placed
in operation. The nature and extent of
the procedures performed will vary de-
pending on the size and complexity of the
contractor, previous audit experience
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with the contractor, the nature of the
particular policy or procedure, and the
nature and availability of the contractor’s
internal control documentation.

b. Prior experience with the contractor
may provide an understanding of its
classes of transactions. Inquiries of ap-
propriate contractor personnel and in-
spection of documents and records, such
as source documents, journals, and led-
gers, may provide an understanding of
the accounting records used to process
those transactions. Similarly, in obtain-
ing an understanding of the design of
computer-programmed control proce-
dures, make inquiries of appropriate con-
tractor personnel and inspect relevant
systems documentation to understand
control procedure design and inspect
exception reports generated as a result of
such control procedures to determine
that the procedures have been placed in
operation.

c. The auditor’s assessment of inherent
risk and materiality for various cost
accounts and classes of transactions will
affect the nature and extent of audit
procedures performed to obtain the un-
derstanding. Transactions involving par-
ticularly large dollar amounts, and those
of an unusual or sensitive nature, should
be examined, even though the reliability
of the contractor’s internal control struc-
ture has been established.

d. Internal controls may not continue
to be effective, especnally as changes
occur in a contractor’s organization. The
auditor may find it necessary at any stage
of the audit to make assumptions regard-
ing the reliability of the contractor’s
internal control structure. When tests
disclose that these assumptions are un-
warranted, revise the original approach
and extend the scope and depth of the
tests. Reported changes to the assessment
of control risk, at major contractor loca-
tions, should be documented on the
ICAPS maintained in the permanent file.
By employing this techmque the evalu-
ation of the contractor’s internal control
structure is kept current, and the overall
audit program is amended to fit prevail-
ing conditions.

¢. Internal auditors often perform a
number of services for managenent, in-
cluding studying and evaluating the inter-
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nal control structure. Although the work
of internal auditors cannot be substituted
for the auditor’s own work, it should be
considered in determining the nature,
timing, and extent of the review required.
In certain circumstances, we may con-
duct a coordinated audit with the inter-
nal audit staff. Requirements to be ap-
plied in consndermg the internal auditor’s
examinations, or in performing a coordi-
tzlatzed audit w1th them, are discussed in 4-
02.

2-305.5 Assessing Control Risk and
Designing Substantive Audit Tests

a. Control risk is the likelihood that a
material misstatement will get through
the internal control structure and into the
financial statements and cost representa-
tions. Assess this risk by evaluating the
effectiveness of the control environment,
accounting system, and control proce-
dures set up to prevent or detect misstate-
ments and by evaluating the effectiveness
of the design and operation of those
policies or procedures in preventing or
detecting misstatements. The lower the
assessed risk and materiality, the less
evidence needed from substantive tests to
form an opinion. Substantive tests cover
two general classes of auditing proce-
dures to obtain evidential matter: (1)
detailed tests of transactions and bal-
ances, and (2) analytical review proce-
dures applied to financial information.

b. Use the understanding of the inter-
nal control structure and the assessed
level of control risk to design substantive
tests for auditing the contractor’s cost
estimates or representations. The auditor
should rely on a strong internal control
structure and therefore reduce the
amount of substantive testing in a partic-
ular audit area. For example, as the risk
decreases, change the nature and/or tim-
ing of substantive tests or reduce the
extent of testing. In these circumstances,
identify the controls being relied upon,
perform tests of the controls to evaluate
their effectiveness, and document these
tests and the conclusions reached.

¢. The auditor may choose not to rely
on the internal control structure when
planning substantive audit tests because
the contractor’s internal controls are un-
likely to be effective, or because it would
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be inefficient to evaluate their effective-
ness. In these circumstances, more evi-
dence is needed from substantive tests to
form an opinion.

d. The auditor should review internal
controls in order to determine to what
extent she or he can rely on the account-
ing records and related contract cost data
for both contract costing and pricing
purposes. The extent of accounting data
tests should be based upon the assess-
ment of the reliability of the contractor’s
internal controls. Reviews of internal
conirols, at major contractors, are nor-
mally performed and documented in sep-
arate audit assignments which are sum-
marized in the Internal Control Audit
Planning Summary maintained in the
permanent file. When this is not the case,
the review should be detailed enough to
determine whether policies, procedures,
and practices are consistent with applica-
ble laws and regulations and whether the
system of internal control can be relied
upon to provide reasonable assurance
that such policies and practices are being
followed.

2-306 Evidence

The auditor’s work shall include the
examination or development of sufficient
evidence to afford a reasonable basis for
the auditor’s conclusions and recommen-
dations regarding cost representations,
management decisions influencing costs,
financial statements, or any other matters
requiring the auditor’s opinion.

a. It 1s the auditor’s responsibility to
accumulate sufficient evidence to pro-
vide an appropriate factual basis for the
conclusions and recommendations. Evi-
dence needed to support the auditor’s
findings may be (1) observation, photo-
graph, or similar means, (2) interviewing
or taking statements from involved per-
sons, (3) documentary evidence consist-
ing of letters, contracts, extracts from
books of account, etc., and (4) analysis of
information the auditor has obtained.
The evidence involved should meet the
basic tests of sufficiency, competence,
and relevance. The auditor’s working
papers should reflect the details of the
evidence he or she has relied upon and
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should disclose the procedures employed
to obtain it.

b. Sufficiency is the presence of enough
factual evidence to lead a prudent person
to the same conclusion as the. auditor.
Determining the sufficiency of evidence
requires judgment because there fre-
quently is conflicting evidence and the
auditor must make an impartial judg-
ment as to what position is supported by
the weight of evidence. When appropri-
ate, statistical methods may be employed
to establish sufficiency. There is no need
for elaborate documentation to support
noncontroversial or insignificant points.
For significant matters, however, the
auditor should ensure that he or she has
obtained sufficient evidence and show
the factors relied upon to reach the
conclusion.

¢. Competent evidence should be reli-
able and the best attainable through the
use of reasonable audit methods. In eval-
uating the competence of evidence, the
auditor should carefully consider whether
there is any reason to doubt its validity or
completeness. If there is reason for
doubt, the auditor should take additional
measures to authenticate the evidence.
The following presumptions are useful in
judging the competence of evidence;
however, these presumptions are not to
be considered as sufficient in themselves
to reach a conclusion.

(1) Evidence developed under a good
system of internal control is more likely
to be reliable than that obtained where
such control is weak or unsatisfactory.
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(2) Evidence obtained by the auditor
through physical examination, observa-
tion, computation, and inspection is
more reliable than evidence obtained
indirectly.

(3) Original documents are more reli-
able than copies.

d. Relevance refers to the relationship
of the information to its use. The facts
and opinions used to prove or disprove
an issue must have a logical relationship
to that issue. Information which does not
have this relationship is irrelevant and
should not be included as evidence.

e. The auditor’s specific audit objec-
tives do not change whether accounting
data is processed manually or by comput-
er. However, the methods of applying
audit procedures to gather evidence may
be influenced by the method of data
processing. The auditor can use either
manual audit procedures, computer-as-
sisted audit techniques, or a combination
of both to obtain sufficient, competent
evidential matter. In some accounting
systems that use a computer for signifi-
cant accounting applications, it may be
difficult or impossible for the auditor to
obtain certain data for inspection, in-
quiry, or confirmation without computer
assistance.

f. Statistical sampling techniques will
be used in testing selected transactions,
whenever feasible.

g. For further details concerning the
subject of audit evidence, see 3-104.13
and 4-1003.
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2-400 Section 4—Reporting Standards for Financial Statement and Financial
Related Audits

2-401 Introduction

a. The AICPA has explained that gen-
erally accepted auditing standards are
applicable when an auditor examines and
reports on any financial statements. The
AICPA defines (at AU621.02) a financial
statement as * a presentation of
financial data, including accompanying
notes, derived from accounting records
and intended to communicate an entity’s
economic resources or obligations at a
point in time or the changes therein for a
period of time in accordance with a
comprehensive basis of accounting.” As a
natural extension of generally accepted
auditing standards, the AICPA has also
promulgated standards for attestation
services which are similar but broader in
scope.

b. The government auditing standards
indicate that the reporting standards of
the AICPA as well as the supplemental
government standards apply to both fi-
nancial statement audits and financial
related audits. Application of the stan-
dards to contract audit reports requires
due regard for the purpose and circum-
stances of the audit. This section identi-
fies the reporting standards and explains
how they have been applied in contract
audit report guidance.

c. Reporting standards for operations
audits are addressed in 2-600.

2-402 Reporting Standards

a. The four standards of reporting
under AICPA generally accepted auditing
standards are:

(1) The report shall state whether the
financial statements are presented in ac-
cordance with generally accepted ac-
counting principles.

(2) The report shall identify those
circumstances in which such principles
have not been consistently observed in
the current period in relation to the
preceding period.

(3) Information disclosures in the fi-
nancial statements are to be regarded as

reasonably adequate unless otherwise
stated in the report.

(4) The report shall contain either an
expicssion of opinion regarding the fi-
nancizl statements, taken as a whole, or
an assertion to the effect that an opinion
cannot be expressed. When an overall
opinion cannot be expressed, the reasons
therefor should be stated. In all cases
where an auditor’s name is associated
with financial statements, the report
should contain a clear-cut indication of
the character of the auditor’s examina-
tion, if any, and the degree of responsibil-
ity the auditor is taking.

b. The six supplemental government
reporting standards are:

(1) A statement should be included in
the auditor’s report that the audit was
made in accordance with generally ac-
cepted government auditing standards.

(2) The auditors should prepare a writ-
ten repoi. on their tests of compliance
with applicable laws and regulations.
This report, which may be included in
either the report on the financial audit or
a separate report, should contain a state-
ment of positive assurance on those items
which were tested for compliance and
negative assurance on those items not
tested. It should include all maternal
instances of noncompliance and all in-
stances or indications of illegal acts
vyhich could result in criminal prosecu-
tion.

(3) The auditors should prepare a writ-
ten report on their understanding of the
entity’s internal control structure and the
assessment of control risk made as part of
a financial statement audit or a financial
related audit. This report may be includ-
ed in either the auditor’s report on the
financial audit or a separate report. The
auditor’s report should include as a mini-
mum: (1) the scope of the auditor’s work
in obtaining an understanding of the
internal control structure and in assessing
the control risk, (2) the entity’s signifi-
cant internal controls or control structure
including the controls established to en-
sure compliance with laws and regula-
tions that have a material impact on the
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financial statements and results of the
financial related audit, and (3) the report-
able conditions, including the identifica-
tion of material weaknesses, identified as
a result of the auditor’s work in under-
standing and assessing the control risk.

(4) Written audit reports are to be
prepared giving the results of each finan-
cial related audit.

(5) If certain information is prohibited
from general disclosure, the report should
state the nature of the information omit-
ted and the requirement that makes the
omission necessary.

(6) Written audit reports are to be
submitted by the audit organization to
the appropriate officials of the organiza-
tion audited and to the appropriate offi-
cials of the organizations requiring or
arranging for the audits, including exter-
nal funding organizations, unless legal
restrictions, ethical considerations, or
other arrangements prevent it. Copies of
the reports should also be sent to other
officials who have legal oversight authori-
ty or who may be responsible for taking
action and to others authorized to receive
such reports. Unless restricted by law or
regulation, copies should be made avail-
able for public inspection.

c. The AICPA reporting standards for
attestations (written communications ex-
pressing a conclusion about the reliability
of a written assertion that is the responsi-
bility of another party) are:

(1) The report shall identify the asser-
tion being reported on and state the
character of the engagement.

(2) The report shall state the practition-
er’s conclusion about whether the asser-
tion is presented in conformity with the
established or stated criteria against
which it was measured.

(3) The report shall state all of the
practitioner’s significant reservations
about the engagement and the presenta-
tion of the assertion.

(4) The report on an engagcment to
evaluate an assertion that has been pre-
pared in conformity with agreed-upon
criteria or on an engagement to apply
agreed-upon procedures should contain a
statement limiting its use to the parties
who have agreed upon such criteria or
procedures.
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d. For reports on an examinatior of
prospective financial statements, the
AICPA has published the following con-
tent requirements:

(1) An identification of the prospective
financial statements presented.

(2) A statement that the examination of
the prospective financial statements was
made in accordance with AICPA stan-
dards and a brief description of the
nature of such an examination.

(3) The accountant’s opinion that the
prospective financial statements are pre-
sented in conformity with AICPA presen-
tation guidelines and that the underlying
assumptions provide a reasonable basis
for the forecast or a reasonable basis for
the projection given the hypothetical as-
sumptions.

(4) A caveat that the prospective results
may not be achieved.

(5) A statement that the accountant
assumes no responsibility to update the
report for events and circumstances oc-
curring after the date of the report.

€. When agreed-upon procedures have
governed an audit of financial forecasts
and projections, the AICPA has pre-
scribed that the report should:

(1) Indicate the prospective financial
statements covered by the accountant’s
report.

(2) Indicate that the report is limited in
use. intended solely for the specitied
users, and should not be used by others.

(3) Enumerate the procedures per-
formed and refer to conformity with the
arrangements made with the specified
users.

(4) If the agreed-upon procedures arc
less than those performed in an examina-
tion, state that the work performed was
less in scope than an examination of
prospective financial statements in accor-
dance with AICPA standards and dis-
claim an opinion on whether the presen-
tation of the prospective financial state-
ments is in conformity with AICPA pre-
sentation guidelines and on whether the
underlying assumptions provide a rea-
sonable basis for the forccast. or a reason-
able basis for the projection given the
hypothetical assumptions.

(5) State the accountant’s findings.

(6) Include a caveat that the prospec-
tive results may not be achieved.
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(7) State that the accountant assumes
no responsibility to update the report for
events and circumstances occurring after
the date of the report.

2-403 Application of the Reporting
Standards

DCAA has developed reporting guid-
ance (see Chapter 10) which complies
with all aspects of the generally accepted
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government auditing standards (i.e., the
four AICPA standards and six supple-
mental standards). The AICPA standards
and requirements for attestations, exami-
nations of prospective financial state-
ments, and agreed-upon procedures have |
been given due regard in developing the
report guidelines where the audit objec-
tives and circumstances are similar to
those encountered by a CPA public prac-
titioner.
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2-500 Section 5—Field Work Standards for Performance (Operations) Audits

2-501 Introduction

In the contract audit environment,
performance audits are more commonly
described as operations audits. The ob-
jectives of evaluating the economy and
efficiency of performance and the attain-
ment of desired results are similar, but
the contract auditor emphasizes economy
and efficiency as these factors relate to
the reasonableness of costs to be charged
to government contracts.

2-502 Planning

a. This standard places responsibility
on the auditor or audit organization to
thoroughly plan an audit. This includes
defining the audit objectives and plan-
ning how they can be attained while
establishing a balance between audit
scope, time frames, and staff-days to be
spent to ensure optimum use of audit
resources. The details of the plan for the
audit should be included in the audit
program.

b. Adequate planning for operations
audits should include consideration of
internal audit reports, capital budgets,
and other contractor information related
to the prospective audit. The criteria for
assessing performance should be estab-
lished. Skill and knowledge of the person-
nel to staff the assignment must be taken
into account, and requirements for the
use of consultants, experts, and special-
ists should be assessed. The audit plan
should assure contractor compliance with
laws and regulations and provide for
detection of potential abuse and illegal
acts. Assessment of the effectiveness of
the contractor’s internal controls is as
essential to the planning of operations
audits as to the planning of financial
audits.

¢. Written audit programs are essential
to conducting audits efficiently and effec-
tively and should be prepared for each
audit. Audit programs provide:

(1) A description of the audit methods
and suggested audit steps and procedures
to be conducted to accomplish the audit
objectives.

(2) A systematic basis for assigning
work to supervisors and staff.

(3) The basis for a summary record of
work.

2-503 Supervision

a. This standard places responsibility
on the auditor and audit organization for
seeing that staff who are involved in
accomplishing the objectives of the audit
receive appropriate guidance and super-
vision to ensure that the audit work is
properly conducted, the audit objectives
are accomplished, and staff are provided
effective on-the-job training. External
consultants and specialists also should be
given appropriate guidance.

b. Supervisory reviews of audit work
and the report should be timely. Supervi-
sory reviews of the work conducted
should be documented in the working
papers.

2-504 Legal and Regulatory
Requirements

a. One of the primary objectives of an
operations audit is to test compliance
with laws and regulations that could
significantly affect the acquisition, pro-
tection, and use of the entity’s resources
and the quantity, quality, timeliness, and
cost of the products and services it pro-
duces and delivers. An audit to deter-
mine the allowability of a contractor’s
lease cost for electronic data processing
equipment under FAR 31.205-2(b)1)isa
specific example of such zn assessment.
In a broader sense, a primary objective of
virtually all DCAA audits is to ensure
compliance with FAR cost principles.

b. Auditors should design the audit to
provide reasonable assurance of detecting
abuse or illegal acts that could signifi-
cantly affect the audit objectives. This
standard places responsibility on the au-
ditor when assessing compliance with
laws and regulations to:

(1) Assess, for each applicable compli-
ance requirement, the risk that abuse and
illegal acts could occur.
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(2) Based on that assessment, design
steps and procedures to provide reason-
able assurance of detecting abuse or ille-
gal acts.

c. Auditors should be alert to situations
or transactions that could be indicative of
abuse or illegal acts. When information
comes to the auditor’s attention (through
audit procedures, “tips”, or other means)
indicating that abuse or illegal acts may
have occurred, the auditor should consid-
er the potential impact of these acts on
the audit results. If these acts could
significantly affect the audit results, the
auditor should extend the audit steps and
procedures as necessary to determine
whether the acts occurred; and, ir so, to
determine the extent to which these acts
significantly affect the audit results.

2-505 Internal Control

a. An assessment should be made of
applicable internal controls when neces-
sary to satisfy the audit objectives. The
assessment should include a survey of
management policies, procedures, prac-
tices, and internal controls applicable to
any aspect of the activities in which the
auditor attempts to judge whether exist-
ing practices can be made significantly
more efficient or economical.

b. Costs result from implementation of
management policies and decisions. Ac-
cordingly, the evaluation of these policies
and decisions, and the effectiveness of
management controls over their imple-
mentation, will also significantly influ-
ence the scope and nature of the audit. A
complete review of internal controls as a
specific requirement would often be pro-
hibitive in terms of available resources.
Therefore, the auditor should concen-
trate attention on those controls which
are important to audit objectives.
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c. Ideally, management policies and
decisions should be geared toward pru-
dent, effective, and economical opera-
tions and refiect adequate consideration
of the interests of both the contractor and
the government. Ideal conditions are
seldom found. As an illustration, the
retention of a large engineering staff
during periods of significantly declining
sales volume may well serve the contrac-
tor’s interest in terms of maintaining a
capability to expand efforts in bidding
for new business. However, unless the
auditor questions the increased overhead
rate which results from such a decision,
the costs of current government contracts
will be inflated, thereby adversely affect-
ing the government’s interest. Where
management policies and decisions are
motivated by contractor interests which
are not compatible with those of the
government, the examination of ques-
tionable cost areas should be intensified.

2-506 Evidence

a. Sufficient, competent, and relevant
evidence is to be obtained to afford a
reasonable basis for the auditors’ judg-
ments and conclusions regarding the or-
ganization, program, activity, or function
under audit. A record of the auditors’
work is to be retained in the form of
working papers.

b. Working papers may include tapes.
films, and discs. Evidence may be catego-
rized as physical, documentary, testimo-
nial, and analytical. The evidence should
meet the basic tests of sufficiency, rele-
vance, and competence. The working
papers should reflect the details of the
evidence and disclose how it was ob-
tained.
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2-600 Section 6—Reporting Standards for Performance (Operations) Audits

2-601 Introduction

The reporting standards explained in
this section apply to DCAA operations
audits.

2-602 Government Reporting
Standards for Performance Audits

a. Form: Written audit reports are to
be prepared communicating the results of
each audit.

b. Timeliness: Reports are to be issued
promptly so as to make the information
available for timely use by management
and legislative officials, and by other
interested parties.

c. Report Contents:

(1) Objectives, Scope, and Methods:
The report should include a statement of
the audit objectives and a description of
the audit scope and methods.

(2) Audit Findings and Conclusions:
The report should include a full discus-
sion of the audit findings, and where
applicable, the auditor’s conclusions.

(3) Causes and Recommendations: The
report should include the cause of prob-
lem areas noted in the audit, and recom-
mendations for actions to correct the
problem areas and to improve opera-
tions, when called for by the audit objec-
tives.

(4) Statement Regarding Government
Auditing Standards: The report should
include a statement that the audit was
made in accordance with generally ac-
cepted government auditing standards
and disclose when applicable standards
are not followed.

(5) Internal Controls: The report
should identify the significant internal
controls that were assessed, the scope of
the auditor’s assessment work, and any
sigg_iﬁcant weaknesses found during the
audit.

(6) Compliance with Laws and Regula-
tions: The report should include all sig-

nificant instances of noncompliance and
abuse and all indications or instances of
illegal acts that could result in criminal
prosecution that were found during or in
connection with the audit.

(7) Views of Responsible Officials: The
report should include the pertinent views
of responsible officials of the organiza-
tion, program, activity, or function audit-
ed concerning the auditors’ findings, con-
clusions, and recommendations, and
what corrective action is planned.

(8) Noteworthy Accomplishments: The
report should include a description of
any significant noteworthy accomplish-
ments, particularly when management
improvements in one area may be appli-
cable elsewhere.

(9) Issues Needing Further Study: The
report should include a listing of any
significant issues needing further study
and consideration.

(10) Privileged and Confidential Infor-
mation: The report should include a
statement about any pertinent informa-
tion that was omitted because it is
deemed privileged or confidential. The
nature of such information should be
described, and the basis under which it is
withheld should be stated.

d. Report Presentation: The report
should be complete, accurate, objective,
and convincing, and be as clear and
concise as the subject matter permits.

€. Report Distribution: Written audit
reports are to be submitted by the audit
organization to the appropriate officials
of the organization audited, and to the
appropriate officials of the organization
requiring or arranging for the audits,
including external funding organizations,
unless legal restrictions, ethical consider-
ations, or other arrangements prevent it.
Chapter 10 and 4-300 specify disclosure
restrictions applicable to contract audits
performed by DCAA.
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2-S10 Supplement—Description of DCAA Quality Control System

INTRODUCTION

The Defense Contract Audit Agency’s
(DCAA)’s quality program is based on
the precepts of Total Quality Manage-
ment (TQM). DCAA’s quality control
program is an important subset of the
Agency’s overall quality program. TQM
emphasizes “prevention” as a means for
reducing errors and rework. However, an
adequate level of quality control—moni-
toring and inspection—is crucial to as-
sure that quality is being achieved. As an
agency that provides professional ser-
vices, DCAA has a responsibility to es-
tablish and conform to professional stan-
dards. To meet the first part of this
responsibility, DCAA has established

standards based on generally accepted
government auditing standards which in-
corporate the standards of the American
Institute of Certified Public Accountants.
To ensure that it provides professional
services that conform with its profession-
al standards, DCAA is required to have a
system of quality control and, indeed,
maintains such a system. The authority
for and descriptive details of this system
can be found in the various official
pronouncements and Agency publica-
tions, including the DCAA Charter, In-
structions, Pamphlets, Manuals, and oth-
er DCAA directives. A summary descrip-
tion of the system follows.

PHILOSOPHY, ORGANIZATION, AND APPROACH TO PROVIDING
QUALITY SERVICES

Philosophy

DCAA is an independent audit agency
within the Department of Defense (DoD)
with a mission to perform contract audits
and provide all the necessary accounting
and financial advisory services for the
DoD, and other agencies, as appropriate.
In accomplishing this mission, the Direc-
tor of DCAA has fully committed the
Agency staff to attain the highest level of
integrity, competence, and customer sat-
isfaction. This is best explained through
our vision statement set forth as the
Aﬁency’s Commitment to Excellence,
which says:

In support of the National Interest, we
are dedicated to providing timely and
responsive audits, reports, and financial
advisory services to the Department of
Defense contracting officers and other
customers.

Our aim is to be THE audit organiza-
tion with the foremost reputation for
competence, integrity, and customer sat-
isfaction by:

o Creating an environment of team-
work, open communication, trust,
and mutual respect, and

o Developing highly qualified employ-
ees dedicated to the concept of con-
tinuous improvement.

Good working relationships and open
communications with customers will
minimize potential conflicts between the
customer’s needs and the Agency’s re-
quirement to perform contract audits
that conform with generally accepted
government auditing standards.
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Organization

DCAA’s basic system of quality control
encompasses the Agency’s organizational
structure, as detailed in the DCAA Orga-
nization Manual (DCAAM 5110.1), and
outlined below.

Headquarters

Office of the Director

DCAA’s Director reports to the Assis-
tant Secretary of Defense (Comptroller)
and exercises worldwide direction of the
Agency in performing all contract audits
for DoD and other agencies upon re-
quest. The Director’s staff includes a
Deputy Director, three Assistant Direc-
tors, a General Counsel, an Executive
Ofﬁcer and a Special Assistant for Quali-
ty. Note that the Special Assistant is
specifically responsible for (1) planning,
directing, and supervising the Agency-
wide quality program and (2) providing
an appraisal of the operational and ad-
ministrative effectiveness of internal con-
trols for DCAA Headquarters, Regional
Offices, and Field Audit Offices (see
Inspection below).

Assistant Directors

Operations—Responsible and account-
able for providing technical guidance and
direction to the Agency for field contract
audit operations. This includes directing
the conduct of special audits and the
development of Agency audit objectives,
programs, operational schedules, and pri-
orities to assure effective accomplish-
ment of field contract audit operations.

Policy and Plans—Responsible and
accountable for directing the formulation
and development of DCAA policy and
for the coordination, issuance, and inte-
gration of this policy. Assigned divisions
include Policy Formulation (PFD), Poli-
¢y Liaison (PLD), Accounting Policy
(PAD), and the Defense Contract Audit
Institute (DCAI).

Resources—Formulates, directs, and
executes plans, programs, policies, and
procedures related to the management of
DCAA resources including financial
management, personnel management and

administration, automated and non-auto-
mated information resources manage-
ment, management analysis, security,
and general administration activities.

Regional Offices and Field
Detachment

Office of the Regional Director

DCAA presently has five Regional Di-
rectors who are individually responsible
and accountable to the Director for plan-
ning, managmg, and accomplishing the
Agency’s mission in assigned geographi-
cal areas. This includes directing the
overall management of DCAA personnel
and resources assigned to the individual
Regional Offices and to the various Field
Audit Offices (FAOs) and suboffices
within the regions. Each Regional Direc-
tor’s staff includes a Deputy Regional
Director, approximately six Regional Au-
dit Managers, a Special Programs Manag-
er, a Resources Manager, and a Regional
Special Assistant for Quality.

Director, Field Detachment

The Director of DCAA’s Field Detach-
ment is responsible and accountable for
the overall planning, management, and
execution of worldwide DCAA contract
audits of compartmented programs and
for managing all of the resources and staff
assigned to the Detachment.

Field Audit Offices (FAOs)

Resident Offices—Are established at
contractor  facilities whenever the
amount of audit workload justifies the
assignment of a permanent staff of audi-
tors. Resident Offices, which can be
made up of several suboffices of compo-
nents within the same company, are
responsible and accountable for planning
and executing a comprehensive, integrat-
ed audit program to carry out DCAA’s
audit mission.

Branch Nffices—Are established to
plan and execute a comprehenswe audit
program to carry out DCAA's audit mis-
sion at those contractor locations, within
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a general geographical area, which indi-
vidually do not have sufficient workload
to justify establishing a Resident Office.
Branch Offices are generally organized to
cover their smaller contractors from one
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central office on a mobile basis. Larger
contractors are often covered from sub-
offices.

Approach

Auditing in accordance with generally
accepted government auditing standards
is the principal work of the Agency. To
promote the quality accomplishment of
this work, DCAA auditors are initially
guided to take steps to develop a thor-
ough knowledge of the contractual mat-
ters and circumstances affecting their
audits. These steps entail:

o Developing an “intelligence base”
on a contractor’s operations and con-
tracting environment in order to assess
the events and conditions that affect the
contractor actions and the government’s
cost impact.

o Identifying the audit universe and
documenting interrelationships between
a contractor’s organization and opera-
tions so that all significant auditable
activities which affect the costs of gov-
ernment contracts are identified.

o Accurately assessing the strengths
and weaknesses of a contractor’s internal
controls, accounting and management
systems, and methods of operation, in
order: (1) to identify the relative risk of
performing or not performing certain
audit workpackages; (2) to evaluate the
government’s exposure to potential

fraud, waste, and mismanagement; and
(3) to tailor audit programs for specific
assignments.

o Accomplishing certain basic, core
audit requirements before rendering an
opinion on contract costs incurred and
before relying on incurred costs in any
other review or evaluation. If no weak-
nesses are disclosed, the satisfaction of
these core requirements provides a basic
level of assurance that a contractor’s
incurred cost representations are reliable.
If weaknesses are disclosed, audit proce-
dures must be extended accordingly.

o Determining that contractor sys-
tems for estimating prices are adequate
and in compliance with applicable regula-
tions.

o Assuring that ali laws, regulations,
and authoritative technical guidance for
the accounting and auditing professions
(including those issued by DCAA) are
followed.

o Continually assessing progress on
individual assignments and program ar-
eas in order to react timely and positively
to changed conditions within the indus-
try. acquisition, and audit environments.

ELEMENTS OF DCAA’S QUALITY CONTROL SYSTEM

Independence

Objective

To provide rcasonable assurance that
all DCAA employees maintain the level
of independence required by the Agen-
cy's standards of conduct and by the
generally accepted government audit
standard on independence.

Policies and Procedures

General Requirements—DCAA  em-
ployees at all organizational levels must
adhere to the requirements on indepen-
dence as stated in the government audit
standard on independence, DCAA Regu-
lations (DCAARs), Contract Audit Man-
ual (CAM), and Personnel Management
Manual (PMM). CAM 2-203 incorpo-
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rates the government audit standard on
independence and prescribes the DCAA
auditor’s responsibilities for indepen-
dence when performing contract audits.

Organizational Placement—DCAA has
been organizationally positioned within
DoD to ensure independence from the
various DoD departments and agencies
involved in the acquisition process. This
provides the independent environment
necessary for DCAA to accomplish its
contract audit mission. Refer to the pre-
ceding section on Organization and CAM
1-1S1 for further details.

Audit Impairments—No factors exter-
nal to DCAA are permitted to restrict the
audit or interfere with the auditor’s abili-
ty to form independent and objective
opinions and conclusions. If a limitation
exists, the auditor should remove the
limitation or, failing that, report the
limitation. DCAA expects each auditor to
exercise prudent judgment in establishing
audit scope, auditing procedures, and
appropriate reporting of results.

Personal Impairments—DCAA em-
ployees must maintain a high level of
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moral character and observe a high stan-
dard of ethical and professional conduct.
Consistent with this responsibility, em-
ployees are required to refrain from such
conduct as any private business or profes-
sional activity which conflicts, or gives
the appearance of conflicting, with offi-
cial duties. DCAAR 5500.2 presents the
complete standards of conduct for DCAA
employees and specific responsibilities
for policy implementation. It incorpo-
rates the provisions of DoD Directive
5500.7, “Standards of Conduct" and
DoD Directive 5500.2, “Policies Gov-
erning Participation of (DoD) Compo-
nents and Personnel in Activities of Pri-
vate Associations.”” Chapter 37 of
DCAA’s Personne!l Management Manual
(PMM) provides additional procedural
guidance and states responsibilities relat-
ing to the rotation and reassignment of
employees to maintain audit integrity
and independence. Employees may be
reassigned or rotated without change in
grade to assure audit objectivity and
independence.

Personnel Hiring

Objective

To provide reasonable assurance that
hiring policies and procedures attract the
best persons available and result in the
employment of individuals who possess
the appropriate characteristics to enable
them to perform competently.

Policies and Procedures

General—-DCAA’s policy is to make
use of all available resources to assure
that the Agency is fully staffed with
qualified and competent auditor and ad-
ministrative personnel. Recruiters must
be carcfully selected for their ability to
represent the Agency effectively and to
carry out this policy. The procedural
guidance and specific responsibilities for
implementing DCAA’s recruitment pro-
%_ram are contained in PMM, Chapter 11.

his guidance covers the candidate
sources and criteria for source selection,
the college recruitment program, recruit-

ment for intermediate- and senior-level
positions, and candidate selection proce-
dures.

Qualifications—Office of Personnel
Management (OPM) Examination An-
nouncements prov.de instructions which
include the required qualifications for
Accountant and Auditor positions, GS-5
through 12. Qualifications for DCAA’s
administrative positions are found in the
OPM Qualification Standards Handbook
X-118 governing the particular occupa-
tional scries.

Informing Applicants and New
Hires—During orientations conducted
by the Personnel Office and FAO man-
agement, applicants and new hires are
informed of Agency policies and proce-
dures relevant to them. A recruitment
brochure is also available to any interest-
ed person or college recruitment office.

Employee Retention—As an extension
of the recruitment process. DCAA in-
vokes a probationary period. If. during
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this period, an employee is determined to
lack the skills and character traits neces-
sary for satisfactory performance as a
career employee, his or her appointment
will be terminated. Details on completing
an Auditor Probationary Appraisal Re-
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port and the procedures relating to ac-
tions required by supervisors of new
employees in the probationary period are
covered in PMM, Chapter 19.

Personnel Assignment

Objective

To provide reasonable assurance that
personnel are assigned in a manner that
appropriately considers: (1) the staffing
plans and requirements for the Agency
overall, as well as for individual field
offices; (2) the balance of required skills
and experience; (3) technical training
needs; and (4) the nature and extent of
supervision to be provided.

Policies and Procedures

General—Headquarters is responsible
for providing the strong, central direction
necessary for development and mainte-
nance of a competent, professional staff
and for effective utilization of this staff.
Staffing positions are established and
personnel are assigned at each organiza-
tional level to provide an optimum bal-
ance among mission needs, economy and
efficiency of operations, and effective
employee utilization. The Agency’s per-
sonnel policies and procedures relating to
position classification and position man-
agement are contained in PMM, Chapter
6. These policies and procedures are
compatible with and fully support all
affirmative social action programs. Refer
to the preceding section on Organization
for the general responsibilities of all
principal DCAA organizational elements.

Staff Qualifications—DCAA auditors
and specialists (see Consultation below)
must collectively have the skills necessary
to accomplish all aspects of DCAA’s
audit mission. This requires detailed
knowledge of: (1) accounting and audit-
ing theory, principles, procedures, and
practices; (2) organizations and contracts
subject to audit; (3) government contract-
ing policies and regulations; and (4) man-
agement principles and skills. Update
and maintenance of the required skills is

accomplished through DCAA’s continu-
ing education program (see Professional
Development below).

Staff Requirements and Distribution—
DCAA’s staff requiicinents are deter-
mined based on estimates of the work-
load and the time required to perform
this work in accordance with generally
accepted government auditing standards.
Appropriate consideration in calculating
these estimates must be given to such
factors as government financial risk and
vulnerability to fraud, waste, and abuse.
Guidance for determining staffing re-
quirements is provided annually through
issuance of a Headquarters Program Ob-
jective Document (POD). This memo-
randum contains specific Agency direc-
tion for determining staffing require-
ments for the coming year.

The distribution of available perso nel
within DCAA is based on an evaluation
of total Agency workload and priorities,
and is made in consonance with the
respective workloads of the five DCAA
Regions, the Field Detachment, and
Headquarters. Regional Offices make
distributions to Field Audit Offices
(FAOs). A DCAA office is established
when sufricient workload exists to justify
a separate audit unit without unnecessar-
ily duplicating administrative support
requirements (see Organization).

The general guidelines used by DCAA
for organizing staff, programming audits,
scheduling performance of audit seg-
ments, and analyzing progress are con-
tained in CAM, Appendixes G and H,
which cover management of mobile au-
dits and management of resident audits.
respectively. Detailed programming ob-
jectives and guidance are set forth in the
annual Program Objective Document.

FAO Assignments—The Field Audit
Office or FAO is DCAA’s base level
organizational unit responsible for pro-
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viding financial services and planning
and performing contract audits for the
DoD and other government agencies.
Accordingly, FAO managers have pri-
mary responsibility for the assignment of
field office personnel while audit supervi-
sors (see Supervision below), reporting to
the FAO managers, generally direct the
actual planning and performance of the
individual audits.

The FAO supervisors, together with
the FAO managers, are responsible for
considering and weighing many variables
and factors when assigning personnel
Some of the more critical varia-
bles/factors include the technical diffi-
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culty and timing requirements of each
assignment and the technical qualifica-
tions and availability of personnel.
Reassignment/Rotation—Employees

are reassigned to different positions and
locations as necessary to accomplish the
Agency’s mission. In fact, the Agency
encourages employees to be mobile in the
interest of broadening their experiences
and increasing their qualifications. Spe-
cific procedures covering employee reas-
signment/rotation to satisfy Agency ob-
jectives are contained in PMM, Chapter
37.

Professional Development

Objective

To provide reasonable assurance that
DCAA’s professional development pro-
gram enables personnel to obtain the
knowledge required to fulfill their as-
signed responsibilities and to progress
within the Agency.

Policies and Procedures

General Guidelines & Requirements—
It is DCAA’s policy to systematically plan
for and provide all of the training and
development of its employees in order to
maximize their performance proficiency
and to assure they remain current in the
profession. Individual organizational ele-
ments are responsible for establishing
adequate plans and controls to ensure
that all training and employee develop-
ment activities are accomplished eco-
nomically, effectively, and on a timely
basis, in consonance with the Agency’s
training and development program. This
program encompasses. (1) on-the-job
traininf and skill development through
carefully planned and more progressively
complex employee assignments; (2) for-
mal training, including courses given by
DCALI,; (3) self-development courses, de-
veloped or approved by DCAA personnel
and administered by the Regions or
DCALI; (4) professional continuing educa-
tion programs; (5) attendance at short-
term training courses on specific subjects

offered by other sources; and (6) self-
development through attaining profes-
sional certification (e.g., Certified Public
Accountant) and advanced degrees (in-
cluding the Director’s Fellowship Pro-
gram 1n Management).

Specific procedures and responsibili-
ties for carrying out the Agency’s profes-
sional development program at all orga-
nizational levels are contained in the
following PMM chapters:

Chapter 16  Career Management Poli-
cies

Chapter 17 Performance Management
System

Chapter 21  Training and Development

Chapter 30  Professional Activities
Outside DCAA

PMM, Chapter 21 presents DCAA’s
Master Training and Development Plan
for Auditors. This plan identifies the
formal technical and management train-
ing, by type and course, which is essential
or desirable for progression from one
audit career level to another within
DCAA.

The knowledge and skills that are re-
quired by contract auditors at various
grade levels to effectively perform their
assigned tasks are detailed in Chapters 16
and 17 of the PMM. These chapters also
provide guidance on assessing individual
performance and identifying individual
training and education needs. As an
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integral part of its overall training and
development program, DCAA also re-
quires that specific evaluations be per-
formed to assess the extent to which
training sources are achieving stated ob-
jectives.

Defense Contract Audit Institute
(DCAI—The DCALI is responsible for
developing the Agency’s training pro-
gram and courses. Courses provided at
the Institute re designed and periodical-
ly updated tv enable DCAA’s auditors
and managers to gain the knowledge and
skills they need to perform their assigned
tasks in carrying out DCAA’s audit mis-
sion. The courses are also designed to
improve performance weaknesses and to
prepare employees for higher responsibil-
ities.

Specialization—Training needs are
continuously reviewed and updated to
meet present and anticipated Agency
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needs in specialized areas such as data
processing and cost accounting for pen-
sions and insurance. This specialized
training is accomplished through the
same basic training sources described in
the General paragraph above, or derived
from working with Agency specialists
from Headquarters, Regional Offices, or
DCAA’s Technical Services Center (see
Consultation).

On-the-job Training—This form of
training is an integral part of the Agency’s
overall training and development pro-
gram and is one of the most important
responsibilities of all DCAA supervisors.
It provides employees with the opportu-
nity to participate in all types of audit
assignments at progressively higher levels
of complexity and in different contract
audit environments.

Advancement

Objective

To provide reasonable assurance that
individuals selected for advancement will
have the qualifications necessary for ful-
filling the responsibilities they will be
called on to assume.

Policies and Procedures

Required Qualifications—The qualifi-
cations necessary for the various levels of
auditor responsibility within DCAA can
be stated in terms of the progressive
growth in an individual’s technical com-
petence and professional ability. This
concept of career development is delin-
eated in PMM Chapter 16. The account-
ing and auditing knowledge and skills
that are essential for the contract auditor
at various grade levels to effectively per-
form the assigned tasks are stated in
Chapter 16, appendix B, and Chapter 17,
appendix D, of the manual.

Criteria for Evaluating Performance—
The performance of most DCAA person-
nel is evaluated in accordance with Office
of Personnel Management (OPM) regula-
tions, as set forth in the Federal Person-
nel Manual. In many instances, these

OPM regulations have been impiemented
by DoD Directives and Instructions. The
objectives of DCAA’s performance ap-
praisal system include identifying the job
elements of each position, establishing
performance standards relative to the
elements, informing employees of the job
elements and the performance standards
for their positions, and conducting a
periodic formal review and discussion of
the quality of each employee’s work per-
formance in relation to the established
performance standards. These objectives
and associated DCAA appraisal policies
and procedures are presented in PMM,
Chapters 9 and 17, for GM and GS
employees, respectively.

Advancement Decisions—Selections
for promotions are made from among the
best qualified candidates, based solely on
their relative knowledge, skills, and abili-
ties. Advancement selections to auditor
positions GM-13 and above are made in
accordance with DCAA’s Career Man-
agement Program policies (see below).
Positions GS-12 and below are filled non-
competitively (without using vacancy an-
nouncements) by career ladder promo-
tions, as employees demonstrate their
ability to perform higher level duties.
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Agency guidance on advancement deci-
sions 1s contained in PMM, Chapter 36,
Merit Promotion.

Career Management and Career
Boards—DCAA managers and supervi-
sors at all organizational levels are re-
sponsible for aiding subordinates in de-
fining career objectives and implement-
ing career plans and for making advance-
ment recommendations (or decisions,
when authorized) regarding employees
under their supervision. Employees, in
turn, are encouraged to familiarize them-
selves with the operation of the merit
promotion program, provide complete
and accurate information needed for con-
sideration under the merit promotion
program, and periodically review and
update their experience records and other
personal data maintained by the Person-
nel Office. Individual careerists must
further provide the initiative and energy
necessary for development of the skills
required in their career field and recog-
nize the advantages of mobility to them-
selves and the Agency.

A DCAA Career Development Board
(CDB) is established at Headquarters
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with responsibilities for providing policy
guidance and monitoring DCAA’s career
management planning and programming
activity. The CDB consists of senior
Headquarters executives who (1) recom-
mend for the Director’s approval the
establishment or revision of employee
development activities which may be
expected to improve the operation of the
career management program and (2) re-
view lists of candidates for filling all
auditor and administrative positions at
grade GM-14 and above to determine
those best qualified for referral to the
Director, who is the selecting official.

Regional Directors are accountable for
the effective functioning of their respec-
tive Region’s career management pro-
grams and Career Management Boards
(CMBs). Each CMB consists of senior
regional managers who recommend any
needed revisions in the program to the
Regional Director and who periodically
evaluate the region’s career management
programs,

Supervision

Objective

To provide reasonable assurance that
supervision of work at all organizational
levels results in work performance that
meets the Agency’s standards of q-ality.
The extent of supervision and review
required varies in accordance with the
audit circumstances and depends on such
factors as complexity of the work, the
qualifications of the persons performing
the work, and the extent of consultation
available and used.

Policies and Procedures

General—The supervision of work at
all organizational levels is an important
factor in assuring that work performed
meets the Agency’s and customer’s stan-
dards of quality.

All management and supervisory per-
sonnel must maintain familiarity with
certain essential elements of personnel
management. These elements include:

managing positions and pay, staffing po-
sitions and selecting and assigning em-
ployees, evaluating and rating employee
performance, training and development
of employees, using incentives, maintain-
ing management-employee communica-
tions, administering constructive disci-
pline, and administering leave. Details
on these responsibilities are contained in
PMM, Chapter 82.

Planning of Field Work—Adequate
planning requires that appropriate con-
sideration be given to the assn%nmem of
personnel. Consideration should also be
given to report format and content. Like-
wise, coordinating the audit with cogni-
zant contractor and government procure-
ment representatives both prior to and
during the audit is important. Although
aspects of audit planning are presented
throufghout CAM, Chapter 3 of CAM
specitically covers this critical element of
supervision and quality control.

In planning and managing audits, re-
gions and FAOs are directed to (1) ensure
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that quality performance is emphasized
and (2) implement the total audit concept
technique (TACT). The procedures emb-
raced by TACT are contained in DCAAP
7641.64, “Audit Management at Major
Contractors.” While the techniques of
TACT are geared to audits of major
contractors, the TACT principle (manag-
ing audit activities on the basis of an
integrated totality) applies equally to au-
dits of smaller contractors. Certain
TACT techniques are required and per-
formed annually as part of DCAA’s plan-
ning process. These include use of (1) the
internal control audit planning summary
for major contractors and the internal
control questionnaire for other .ontrac-
tors. The workpackage risk analysis pro-
cedures or WRAP (2 quantitative method
of icentifying the relative risk of per-
forming or not performing audit work-
packages) may also be used at the option
of the auditor. Details on the use of these
techniques are presented in DCAA’s Pro-
gram Objective Document (DCAAP
7045.5), with applicable source refer-
ences.

Supervision of Field Work—Supervi-
sors are responsible for assuring that the
necessary auditing procedures and tests
are properly designed and systematically
laid out so that they can be understood by
the assigned audit staff. Supervisors are
required to provide their subordinate
staff members with sufficiently detailed
instructions to enable them to perform
their assigned tasks in a quality manner.
The amount of preparatory training and
direct on-the-job supervision required on
a given assignment will vary according to
the subordinate’s experience and compe-
tence. Due care must be exercised in
supervising subordinates and in review-
ing their work throughout the audit.
Findings and descriptions of audit excep-
tions should be clearly described and well
supported, and recommendations should
be responsible and appropriate to the
conditions described.

Review of Working Papers and Re-
ports—Supervisory review of working
papers and reports is required to ensure
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that (1) the auditor conforms t~ audit
standards, (2) audit programs are fol-
lowed unless deviation is justified, (3) the
working papers conform to standards and
adequately support the reported audit
findings, (4) the auditor accomplishes the
audit objectives, (5) the report is pre-
pared in accordance with € _.1, and (6)
the needs of the customer ar. understood
and considered. Documentation of super-
visory reviews must be prepared and
retained.

Supervisors must assure that each au-
ditor is fully aware of the CAM auditing
and reporting requirements. FAO super-
visors are also responsible, along with
their FAO and regional managers, for
implementing all Headquarters policy
guidance memorandums, including those
addressing the mandatory annual audit
requirements (MAARs) and the use of
Agency-wide audit file forms and pro
forma audit programs and reports. Audit
file forms represent the minimum audit
quality control documentation needed
regardiess of the type or size of audit.
Headquarters updates pro forma audit
programs and reports as new policy guid-
ance is issued. Audit programs are ex-
pected to be tailored to the specific
assignment and approved by the supervi-
SOr.

The full performance level for DCAA
auditors is the GS-12 senior auditor
position. Experienced GS-12s, however,
may be called upon to give on-site work
direction to trainees as long as it does not
preempt the supervisor’s responsibility or
unduly interfere or prevent the GS-12
from the timely accomplishment of
his/her principal work (i.e., performance
of DCAA’s most complex audit assign-
ments). For a small group of auditors,
GS-12s may be asked to furnish advice
and instructions on specific audit pro-
grams, tasks, and techniques; plan and
review individual work assignments
within the scope of the total audit assign-
ment; maintain the status and progress of
work assignments; and provide on-the-
job training to trainces.

DCAA Contract Audit Manual




JNCLASSIFIED




AN
%Nw%/ﬁo\\e £\ &

LA : &, XX XAy
\\\ /%\\ 0 ,/////Q\ R 2 \%v&q
VR4 : T ¢
VN ¥, ¢

4 - \
i " ddag o ¢
== mmwo ® - .._W.._M._...jb_ % o m
= 1 : ol
i 3
™ /

2 4 L 2 N
RN : 2 0 \\\W/
\ 7 \\\ €~ < /.p \\
\\&&W% ,my/// > = \\&,V/ o \0

YV SIS

A e'. \,.l\r.l
\\ \w%a%s{w




K{ N

——— O .

January 1995

229
2-S10

Consultation

Objective

To provide reasonable assurance that
auditors will seek assistance from persons
having the appropriate levels of special-
ized knowledge, competence, judgment,
and authority, whenever such specialized
assistance is deemed necessary to express
an audit opinion and satisfy auditing
standards.

Policies and Procedures

General—The auditor is responsible
for obtaining sufficient evidence to ex-
press_an opinion. Since the advice of
technical specialists can constitute a sig-
nificant part of this evidence, auditors
must first recognize when areas of an
assignment extend beyond their expertise
and then obtain assistance from individ-
vals who have the skills needed to evalu-
ate those areas. When specialists are
used, the auditor is responsible for satis-
fying himself or herself as to their profes-
sional qualifications and reputation by
inquiry or other procedures. Refer to
AICPA Standards of Field Work, AU
Section 336 (SAS 11), “Using the Work
of a Specialist,” for this and other consid-
erations in determining the need for
consultation.

Sources for Consultation—DCAA au-
ditors may consult with either specialists
in a particular field or auditors with
specialized experience and training. This
includes personnel with specialized tech-
nical skills who are assigned to govern-
ment procurement activities and to attor-
neys assigned to the Defense Legal Ser-
vices Agency. It also includes those
DCAA employees assigned to the Region-
al Offices, Technical Services Center (see
below), or other Headquarters elements
who have specialized experience and
training in such areas as electronic data
processing, computer assisted audit tech-
niques, pensions and insurance, quantita-
tive methods, and engineering and manu-
facturing operations. When desired ser-
vices cannot be performed by present
government employees and cannot be
obtained through routine civil service
procedures, DCAA’s policy is to autho-

rize the temporary employment of ex-
perts and consultants to obtain the spe-
cialized services deemed essential to its
mission.

To further support the audit mission,
reference librarics with assorted technical
and professional publications and other
material are maintained in accordance
with DCAAR 5000.2. New audit ap-
proaches, guidance, and techniques are
investigated, developed, and implement-
ed, as required, through research and
evaluatlon conducted by Headquarters
and Regional Offices.

Technical Services Center (TSC)—The
TSC has been specifically established
under the DCAA Assistant Director, Op-
erations, to operate as a focal point for
applications research and development
activities, and as a source of expertise
which is available to field elements en-
gaged in both traditional audits and non-
traditional audits. Staffed by computer
specialists, engineers, CPAs, and other
professionals having the expertise needed
to support DCAA’s mission, the TSC is
comprnised of four branches: Electronic
Data Processing, Computer Assisted Au-
dit Techniques, Systems Design and De-
velopment, and Special Programs.

Requests for Consultation—DCAA’s
goal is to minimize the number of reports
in which we have to express a qualified
audit opinion because of a lack of special-
ized knowledge or skills. DCAA evalu-
ations of price proposals frequently re-
quire specialized technical assistance
from the cognizant procurement or con-
tract administration activities. Therefore,
with few exceptions, requests for this
type of assistance are routinely handled.
That is, when determined necessary, they
are made orally or in writing to the
cognizant servicing activity (CAM 9-
103.1). With regard to requests for tech-
nical assistance to perform an incurred
cost audit or operations audit, it is
DCAA policy that the auditor will re-
quest the assistance from the contract
administration activity responsible for
the contractor being audited (CAM 2-
202a). Requests for specialized assistance
from Regional Offices, Headquarters, or
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from the Defense Legal Services Agency
are accomplished through Regional Of-
fice channels. Arrangements for using
other non-government specialists are
made through the Regional Offices and
Headquarters in  accordance with
DCAAR 1442.1, “Guidelines for the Em-
ployment of Experts and Consultants,”
or DCAAHI 14421, “Administrative
Procedure for Engaging Actuarial Con-
sulting Services.” To avoid misunder-
standings, contractor representatives are
generally advised of plans to employ
specialists for specific reviews. Objec-
tions raised by contractors on the use of
consultants are discussed with the cogni-
zant Regional Office.

Results of Consultation—The results
of a technical review performed by a
specialist are expected to be sufficiently
detailed for the auditor to satisfy his or
her reporting requirements and to in-
clude in a final consolidated audit report.
To ensure that the results are correctly
reported, the auditor must (1) examine
them in light of all known facts, (2)
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understand the methods and assumptions
used by the technical specialist, and (3)
attain assurance that the technical find-
ings are appropriately applied in relation
to the contractor’s financial representa-
tions.

Where the results do not appear to be
correct or complete, the situation is dis-
cussed with the specialist, and any re-
maining significant differences of opin-
ion are elevated to the Regional Office.
Issues that cannot be resolved by the
Regions are forwarded to Headquarters
in a timely manner. Especially difficult
accounting or cost principle issues that
cannot be answered using existing regula-
tions and reference sources are referred
by Headquarters to the responsible au-
thoritative body for clarification or other
appropriate action. Note that all appro-
priate files documenting the resolution of
any significant differences of opinion are
required to be maintained for reference
and research purposes.

Inspection

Objective

The major objective of the DCAA
quality control program is to provide
required assurances of financial integrity
and quality mission performance in the
most efficient and economical manner.
This assurance is attained through the
coordination of all vulnerability assess-
ment, internal control review, external
audit followup, audit quality review, and
management improvement efforts. Re-
sponsibility for the coordination rests
with the DCAA Special Assistant for
Quality (see Organization above), who is
an experienced audit management offi-
cial and also DCAA's senior management
official for the Internal Management
Control Program under the Federal Man-
agers’ Financial Integrity Act.

Policies and Procedures
Direct responsibility for quality in all

audit and resource management func-
tions is vested in the line and stafl

managers and supervisors at all levels of
DCAA. Under the general direction of
the Deputy Director, the Special Assis-
tant for Quality centrally manages a
DCAA-wide quality control program.
This Headquarters-directed program is
complemented by similar programs di-
rected by the Regional Directors and the
Director, Field Detachment.

The quality control program provides
timely feedback to all levels of manage-
ment on the state of compliance with the
preceding objectives, policies, and proce-
dures. It also provides a focal point for
tracking the implementation of correc-
tive action plans established by manage-
ment when noncompliance problems
have been disclosed by external reviews
or internal quality control activities.

Quality control review planning con-
siders the universe of all audit and re-
source management functions at all orga-
nizational levels. Areas for review are
prioritized on the basis of periodic full-
scale vulnerability assessments, supple-
mented by data monitoring at the Head-
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quarters level and continual input of any-

other indicators from any source. The
assessments consider the coverage and
results of external audits and oversight
reviews such as those by the General
Accounting Office, the Department of
Defense, Office of the Inspector General,
Office of Personnel Management, the
Information Security Oversight Office,
the Office of the Secretary of Defense,
and the Office of Government Ethics, to
avoid duplication. Depending on the
nature of the area to be reviewed, it may
be covered by (1) onsite visits to lower-
tier offices by Headquarters or Regional
Office program managers or functional
specialists; (2) fact-finding by cognizant
line or functional staff managers or su-

231
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pervisors using such tools as centrally
directed survey instruments and internal
control checklists; (3) Headquarters desk
reviews of sample transaction/event
packages calied in from Field Audit Of-
fices (for example, audit reports or work-
ing papers); (4) onsite review of internal
systems by DCAA specialists who nor-
mally support our contract audit func-
tion, such as EDP technicians or industri-
al engineers; or (5) review by peers from
outside the organization being reviewed,
including outside DCAA if required. All
review results, with corrective action rec-
ommendations if needed, are reported to
the Director and Deputy Director and
other executives affected.
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3-000
CHAPTER 3
3-000 AUDIT PLANNING
3-001 Scope of Chapter tion 2 provides guidance on briefing the

This chapter presents general concepts
and techniques of contract audit plan-
ning. Section 1 covers such fundamentals
as the audit assignment, the audit pro-
gram for a specific assignment, factors
influencing the audit scope, the types,
sources and relative quality of audit
evidence, and an introduction to use of
quantitative methods and electronic data
processing (EDP) in contract audits. Sec-

contract and reporting contract provi-
sions which would impede contract audit
or administration. Supplement 3-S10
presents illustrations of significant con-
tract audit findings and recommenda-
tions that can result from sound planning
and effective performance of the contract
audit mission at both major and nonma-
jor contractors. Supplement 3-S20
presents areas of audit coverage desired
at NASA contractors.

3-100 Section 1 — Introduction to Contract Audit Planning

3-101 Scope of Section

This section discusses the audit assign-
ment; factors influencing the audit scope;
preparation of the audit program, the
types, sources, and relative quality of
audit evidence; and the use of quantita-
tive methods and EDP in contract audits.

3-102 The Audit Assignment

a. An audit assignment is an authoriza-
tion to perform a particular phase or
aspect of the contract audit responsibility
at a specified contractor. It includes a
summary statement of the audit objec-
tives, identifies the person or office re-
questing the audit, the date required, and
other pertinent information which will
afsist in the development of the audit
plan.

b. Individual audit assignments can be
FAOQ initiated, established based on re-
quests from internal/external customers
or a combination of the two. Typical
circumstances which may lead to an
audit assignment include (1) a customer
request for audit; (2) established contract
audit requirements; (3) a new proposal,
contract, or contract change; (4) a con-
tract termination; (5) continuous
system/operation audit requirements;
and (6) changes in contractor’s organiza-
tion, operational procedures, or account-
ing and estimating policies. The auditor
at all levels should always be alert to

identify and report any instance where in
her or his judgment an audit is needed to
protect the government’s interest.

¢. The overall audit plan at a major
contractor should normally consider re-
quirements for completion of current
year and prior year audits of incurred
costs by fiscal year. Plans for the comple-
tion of incurred cost audits may group
prior years’ effort as single audits. Audits
programmed at major and nonmajor con-
tractors may include one or more assign-
ments established to review individual
audit areas of the contractor’s system(s).
Each assignment should include appro-
priate audit programs and working pa-
pers documenting work accomplished.
Each assignment should also be cross-
referenced to other assignments estab-
lished to review individual audit areas of
the contractor’s system(s). This should
ensure that each audit assignment file
stands alone without unnecessary dupli-
cation of documentation.

3-103 The Audit Program

a. After discussing and documenting
the objective, risk assessment, and gener-
al scope of the audit assignment with the
supervisor, the auditor will prepare the
audit program. The audit program is a
written plan for orderly accomplishment
of the audit assignment and, when com-
pleted, is a permanent record of the work
done. It reflects a mutual understanding

DCAA Contract Audit Manual




302
73-103a.

between the auditor and supervisor on
the scope required to meet government
auditing standards and objectives for the
assignment. The audit program applica-
ble to incurred cost audits involving
multiple workpackages to cover a con-
tractor’s fiscal year should be a control
document.

b. The program, as initially prepared,
indicates the steps to be performed and
the estimated time to complete each step
or group of steps, and provides for re-
cording actual time, working paper refer-
ence, date completed and by whom,
evidence of supervisory review and the
date, and an explanation of any work not
completed as programmed. After the au-
dit program is prepared, it must be
submitted for supervisory review prior to
starting the field work. Field work nor-
mally should not begin until the audit
program is approved to ensure that no
misdirected or unnecessary effort is ex-
pended.

c. Sufficiently describe the audit steps
to be performed to indicate the purpose
of the step, the manner in which the work
is to be done, and the extent of the
review.

d. During the audit, cross-reference
each audit step to the working paper(s)
where the step was accomplished. Also
record the actual hours expended on each
step or group of steps, when completed,
and by whom.

¢. As the audit work progresses, and a
need for additional work or changes in
the program becomes evident, make ap-
propriate adjustments after coordinating
them with the supervisor.

f. On completion of the assignment,
make sure that all steps are either cross-
referenced to working papers or annotat-
ed for why they were not done. Also
make sure that all actual hours are ac-
counted for by step or group of steps and
agree with the time reported in the
DCAA FAO management information
system (FMIS).

3-104 Factors Influencing the Audit
Scope

The auditor is expected to exercise
professional judgment, considering vul-
nerability and risk, in determining the
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audit scope. Several factors which may
influence the audit scope include:

a. audit objectives and the request for
audit.

b. the type of audit.

c. previous audit experience at the
contractor.

d. known deficiencies that may affect |
the audit area.

e. the materiality of the direct costs. |

f. the extent of government business
subject to audit and its relationship to the
contractor’s total business is an impor-
tant consideration when auditing indirect
expenses. When auditing service-center-
type costs, the consideration should first
include a determination of the basis of
allocation so that a proper application of
the participation rate may be made.

g. the contractor’s organizational and
capital structure, its business cycle, con-
tract types and mix.

h. the similarity of items being pro-
duced for the government to those being
produced for others.

1. the contractor’s various systems used
to accumulate, allocate, report, and con-
trol costs.

J. the adequacy of the contractor’s
internal control structure which includes
the control environment, the accounting
system, and control procedures. See I
Chapter 5 for additional guidance on
reviewing the internal control structure.

k. the degree of technology and auto-
mation used by the contractor.

l. the types and flow of transactions.

m. the types, sources, and relative |
quality of audit evidence.

n. the extent of knowledge obtained
from the review of the contractor’s dis-
closure statement and audi; reviews for
compliance with applicable Cost Ac-
counting Standards (see 8-000) and FAR
Part 31.

0. MAARs accomplishment (see 3-
104.16).

lg. use of quantitative methods and

q. 'RFP/RFQ or Contract provisions.

3-104.1 Audit Objective

a. The purpose of the audit, or audit
objective, will often determine the extent
of testing as well as the steps required to
accomplish the objective. The objective
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may range from only gathering specific
data to expressing an opinion on the
contractor’s entire operations. Accord-
ingly, the audit scope may be limited to
gathering data or expanded to a compre-
hensive review of several functions with-
in the contracton’s cperations. Addition-
aiiy, the scope may change depending on
what the auditor finds Juring the audit.
Regardless, the audit scope must be suffi-
cient to develop an informed opinion on
the audit objective that will satisfy the
needs of the potential users of the audit
findings.

b. The needs of the potential user
should be identified in the request for
audit and should be considered in defin-
ing the audit objective and resulting audit
scope. If the requester identifies specific
areas of concern, include audit steps
which will develop information to answer
those concerns. If the specific concerns
cannot be answered during the audit,
immediately notify the requester. If the
necessary steps are beyond the auditor’s
expertise or ability or require significant-
ly more than normal audit effort for the
type of audit planned, coordinate with
the requester to either clarify the request
and its impact on the audit or suggest
alternative sources for the needed infor-
mation (such as a technical evaluation).

| 3-104.2 Type of Audit

The type of audit will affect the degree
of risk to the lgovernment and resulting
audit scope. For example, in a price
proposal audit, a proposed cost-type con-
tract will generally involve a low risk of
overstatement because the contractor will
be paid its incurred costs under the
contract as long as they are allowable,
allocable, and reasonable. One risk is that
the costs are understated in the proposal
(as in the case of a buy-in). However, in
an incurred cost or systems audit, a cost-
type contract will generally involve a high
nsk of overstatement for the same rea-
sons,

| 3-104.3 Audit Experience

When developing the audit scope, re-
view the permanent file (including assess-
ments of internal control system and
control risk summarized on the internal
control assessment planning summary
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sheets or internal control questionnaires,
and audit lead sheets) and prior audit
workpackages to determine what data are
available, what audit steps were done in
the past, and the findings from those
steps. This may identify areas where
additional audit work is advisable (i.e.,
areas of high risk) or where audit scope
can be reduced (i.e., areas of low risk).

3-104.4 Known Deficiencies

A review of prior audits may disclose
known deficiencies. All such deficiencies
must be considered when preparing the
audit program, paying particular atten-
tion to those which have potential impact
on the audit area. Include sufficient audit
steps to determine whether the deficien-
cies still exist (i.e., the contractor may not
have taken any corrective actions or may
have taken actions which did not ade-
quately correct the deficiencies) as well as
determine the impact of the deficiencies
on the audit results.

3-104.5 Direct Costs

. Since direct costs are the basis of the
indirect allocation, direct costs are more
significant than indirect costs.

3-104.6 Extent of Government Business

a. When the dollar value of the govern-
ment’s interest in the contractor’s opera-
tion is significant, evaluation of manage-
ment controls and decisions affecting the
economy and efficiency of the contrac-
tor’s operations takes on added impor-
tance. The audit scope should include a
review of the considerations which moti-
vate a contractor to choose one course of
action over others to achieve a cost
objective, and the means by which all
management echelons control both direct
and indirect cost levels. When the total
costs charged to government contracts
are not significant, the audit effort need
not be as comprehensive in the area of
management controls and may be direct-
ed more toward the selection of specific
cost elements, based on significance and
sensitivity, for review and analysis to
determine the costs’ acceptability.

b. When the preponderance of the
contractor’s costs is recovered through
government cost-reimbursement type
contracts and fixed-price contracts which
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provide for price adjustment, give partic-
ular attention to the effectiveness of
management cost control. Cost-plus-
fixed-fee contracts do not provide the
contractor with a direct incentive to
minimize costs. Similarly, redetermina-
ble fixed-price contracts do not provide a
strong incentive to maintain contract
costs below the ceiling price except for
incentive sharing provisions. On the oth-
er hand, when the bulk of the contractor’s
work consists of commercial business
and firm fixed-price government con-
tracts, competition and the desire to
maximize profit, influence the contractor
toward instituting prudent business deci-
sions and practices to minimize costs.
When cost-reimbursement and fixed-
price contracts awarded to the contractor
include incentive clauses, the auditor can
place more reliance on the profit motive
to encourage proper management control
over costs. However, the extent of the
audit effort in each situation should be
sufficient to enable the auditor to deter-
mine the reasonableness of the contrac-
tor’s policies, procedures, and practices
influencing costs to assure they maximize
economy and efficiency of operations.

¢. Also to be considered is the mix of
the above contract types in the contrac-
tor’s business. A preponderance of one
type or similar types will generally reduce
the risk of mischarging or misallocating
costs between contracts. Conversely, a
variety of contract types increases the
risk of mischarging or misallocation of
costs, usually to the cost/redeterminable
contracts from the fixed-
price/commercial contracts. Therefore,
ghgl audit scope must be adjusted accord-
ingly.

3-104.7 Organizational and Capital
Structure

a. The contractor’s capital structure
also can affect the audit scope. When its
working capital is insufficient to support
its daily operations or there is a cash tlow
problem, the risk increases for the misc-
harging or misallocation of costs to those
contracts which have interim financing
provisions.

b. Similar problems may arise as a
result of the contractor’s business cycle. If
its normal business is extremely cyclical,
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there may be a tendency to mischarge or
misallocate costs to its government con-
tracts to help it through the low portion
of the cycle. Therefore, sufficient testing
of transactions must be done to assure
that such actions are not occurring.

3-104.8 Similarity of Product I

When the end items produced for the
contract under audit are similar to end
items produced commercially or for oth-
er government contracts, place audit em-
phasis on the equity and consistency with
which the contractor identifies direct
costs with the various contracts and
products. When the work performed un-
der a government contract differs sub-
stantially from other production, place
audit emphasis on the consistency of
direct charging and the use of proper
bases to allocate indirect costs.

3-104.9 Indirect Cost Allocation Bases |

The contractor’s selection of bases for
the allocation of indirect costs may have
a substantial effect on contract costs.

3-104.10 Contract Financial
Management

Contract financial management relates
to the overall financial controls main-
tained by the contractor on individual
contracts. It ties to the detailed controls
maintained by the contractor at the vari-
ous management levels and assures that
timely data are generated to disclose,
among other factors, when estimated
costs at completion will be substantially
greater or less than the contract price. In
this manner, both the contractor and the
government would be in a position to
adequately consider available manage-
ment alternatives and make informed
decisions concerning (1) whether addi-
tional funds ~re available and will be
used on the contract, (2) the possible
availability of funds on the existing con-
tract for reprogramming to other
projects, and (3) the feasibility of adjust-
ing the requirements under the existin
contract through changes in the scope o
work or technical trade-offs. The audit
scope should include steps to review the
adequacy of the contractor’s financial
management systems. Further guidance
on this area is in Chapter 11.
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3-104.11 Adequacy and Complexity of
the Contractor’s Systems, Policies,
Procedures, and Internal Controls

a. The adequacy of the contractor’s
internal contro! structure including the
control environment, the accounting sys-
tem, and control procedures is an impor-
tant factor in determining the audit
scope. Adequate controls, sound policies,
and the effective implementation of pre-
scribed policies and procedures contrib-
ute to the reliance that the auditor can
place on the contractor’s cost representa-
tions, and permit reduction of the extent
of verification which might otherwise be
required. See Chapter 5 for guidance on
the review of contractor systems of inter-
nal controls.

b. More formalized systems, such as
the accounting, estimating, and purchas-
ing, with strong self-controls built into
those systems can reduce the audit effort
required to satisfy the audit objective
once the system has been reviewed and
determined to be adequate. Poorly de-
fined or nonexistent systems, or those
which rely on external controls only,
increase the risk for cost mischarging or
misallocation and should corresponding-
ly result in an increase to the audit scope.

¢. Additionally, the internal control
structure may affect the audit scope. If
there is little separation of duties and
responsibilities or if the separation is not
conducive to adequate internal controls,
there is greater risk for costs to be misc-
harged or misallocated. The control envi-
ronment may be such that the same
management has responsibility for and
control over multiple contracts and can
manipulate the allocation of costs to
those contracts to the government’s detri-
ment. Also, if the internal control struc-
ture changes frequently, the audit scope
must be expanded to assure that the
change(s) have not adversely affected
contract costs.

d. When reviewing the contractor’s
internal control systems, auditors should
consider (1) the amount of systems test-
ing previously performed or currently
planned by other government agencies or
independent reviewers, such as public
accounting firms; and (2) contractor self-
governance, such as application of the
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Contractor Risk Assessment Guide
(CRAG) or other self-governance pro-
grams.

e. The CRAG is a voluntary program
initiated by the Secretary of Defense to
strengthen DoD/industry communica-
tion, improve government oversight of
contractors, encourage contractor self-
governance, and communicate DoD
oversight criteria. Five contractor risk
areas have been identified in the CRAG:
indirect cost submissions, labor charging,
material management/accounting sys-
tems, estimating systems, and purchasing
systeins. The CRAG provides control
objectives, major controls, and common-
ly used control procedures for each of the
risk areas. Using the CRAG as a guide,
contractors may test their own internal
control structure and provide the testing
documentation and results to the govern-
ment. Auditors will determine the extent
to which they can rely on the materials
provided by the contractor in accordance
with government auditing standards (See
4-1004). Under CRAG, auditors will dis-
close the reasons for reliance or non-
reliance to the contractor. Where the
contractor’s effort can be relied upon in
accordance with the auditing standards,
the auditor will reduce the scope of audit
appropriately. The amount of reliance or
the reasons for not relying on contractor
self-governance efforts should be thor-
oughly discussed with the contractor.
Close coordination with the contractor,
from the planning of the annual audit
effort through the planning and execution
of specific audits, is required to utilize
CRAG efficiently and avoid duplication
of effort.

3-104.12 Degree of Technology and
Automation

The degree of technology and automa-
tion used by the contractor in its opera-
tions can affect the audit scope also (see
4-500 for use of EDP in contract audit-
ing). Generally, the more sophisticated
the contractor’s technoloiy and automa-
tion, the greater will be the reliability of
the resulting data. However, the reliance
cannot be blind; greater sophistication
also can open doors to ter risks for
mischarging or misallocating  costs
through multiple transactions hiding the
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results “in the computer.” Generally, the
audit trail becomes less distinct as the
contractor’s systems become more ad-
vanced. Therefore, the auditor must con-
sider the results of prior audits, if any, of
these sophisticated systems in determin-
ing the audit scope.

| 3-104.13 Types and Flow of Transactions

The types of transactions which the
contractor processes through its systems
obviously affect contract costs. They also
affect the audit scope. When transactions
are generated externally, such as materi-
als and outside services purchases, the
audit scope is often limited to verifica-
tion to supporting records for the transac-
tions. There is usually documentary evi-
dence created by an “arm’s length’ party
that substantiates the claimed costs.
When the transactions are generated in-
ternally, as with labor costs or cost trans-
fers, the audit scope is usually more
extensive. Not only are the supporting
records verified, but the entire system for
cost incurrence, identification to cost
objectives, authorization ~nd approval,
control, monitoring, and allocation must
be evaluated to ensure the validity of the
costs. Additionally, the flow of the trans-
actir as through the system must be con-
sidered. If a transaction flows through
any level responsible for cost control,
there is increased risk of cost misalloca-
tion.

3-104.14 Types, Sources, and Relative
Quality of Audit Evidence

a. The quality of available evidential
matter will influence the audit scope.
Evidential matter, in contract auditing, is
all or any part of the body of evidence
(records, data, observations, or any other
information) which underlie or support a
contractor’s cost representations, or
which may be useful in evaluating the
representation. Certain t of evidence
have more significance than others; thus,
a small quantity of high quality evidence
may be a more acceptable basis on which
to form an ugrmlon than a large quantity
of lesser quality evidence. To determine
the quantity of evidence required, the
auditor must evaluate the quality of the
t of evidence available. A single type
of evidence evaluated by itself may estab-

January 1995

lish an inference, but the acceptability of
the evidence is greatly increased by in-
terrelating and reconciling several kinds
of evidence. The following guidelines are
useful in judging the relative quality of
evidence:

(1) Evidence obtained from an inde-
pendent source is more reliable than that
secured from the contractor.

(2) Evidence developed under a good
internal control structure is more rehiable
than that obtained where such control is
weak or unsatisfactory.

(3) Evidence obtained through physical
examination, observation, computation,
and inspection is more reliable than
evidence obtained indirectly.

(4) Onginal documents are more reli-
able than copies.

b. For example, a controller’s written
statement explaining how costs are allo-
cated to contracts by a computer program
is not sufficient by itself, to use as the
basis for an opinion on the reliability of
the generated costs. This is the poorest
quality evidence, since it is testimonial
and is generated by the contractor. A
written manual, even if prepared by an
outside computer programmer, docu-
menting the program’s operation also
alone is not sufficient. While it is better
quality evidence since it was prepared by
an independent source, it is still not
sufficient alone to satisfy the audit objec-
tive; however, it may be used as corrobo-
rative evidence with the controller’s
statement. But even the two together are
not sufficient evidence to base an opinion
on the costs. Testing of several transac-
tions processed through the program are
necessary to assure that costs are being
allocated as they should. The testing
alone may be sufficient (i.e., relatively
better quality evidence since it is directly
obtained), but also may require further
evidence to develop an opinion. These
tests combined with the other two pieces
of evidence may be sufficient on which to
base an opinion.

c. Audit Evidence Developed by the
Contractor. This includes (1) accounting
and statistical records and supporting
documentation, including minutes of the
board of directors and other management
meetings, collateral memorandums and
documents incidental to and supporting
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the recorded or anticipated transactions,
budgets, management records and re-
ports, and tax returns; and (2) formal or
nformal statements of policies and pro-
cedures relating to the contractor’s ac-
counting, management, and operations.
The quality of the contractor-developed
evidence is dependent in part on the
adequacy of the contractor’s internal con-
trol structure.

d. Auditor-Developed Evidence. Audi-
tor-developed evidence includes informa-
tion obtained orally, by examination of
books, records, files, and/or statistical
data, and by physical observation. This
type of evidence also includes direct
confirmations with third parties (e.g.,
verification of vendor quotes directly
with the vendor).

e. Contractor Ledgers and Journals as
Evidence. To express an opinion on the
contractor’s representations of incurred
costs, the auditor should have evidence
that the (1) costs claimed are supported
by entries in the ledger accounts, (2)
account totals correctly summarize the
detailed entries, and (3) entries in the
accounts represent a proper accounting
interpretation of transactions. The chain
of evidence extends from documents de-
scribing individual transactions through
the books of original entry to ledger
accounts and to the cost representations.
The reliability of ledgers and accounts as
evidence is dependent on the soundness
of the principles and policies upon which
the records were developed and on the
adequacy of internal controls exercised in
the preparation and review of the rec-
ords. Auditors should constantly be alert
for potential manipulation of contractor
ledgers and accounts. One example
would be the removal of pages containing
transactions that management or others
do not want the auditor to review from a
computer listing. If such a listing includes
many transactions, it would be difficult
to manually verify the accuracy of the
totals at txe end of the listing. Use
sampling procedures described in Appen-
dix B can provide reasonable assurance
ic_>f d:tecting material misstatements or
raud.
| f. Documents as Evidence. The review

of documents is an important step in

developing audit evidence. In evaluating
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a document as evidence, the auditor
should consider the source of the docu-
ment and the controls used in its prepara-
tion and processing.

g. Physical Observations as Evidence. |

(1) Physical observation is the actual
observance of the work being performed,
the physical inspection of facilities such
as the buildings and machinery, and the
counting of certain assets such as inven-
tory items. The results of physical obser-
vation usually are considered good quali-
ty evidence.

(2) Among the objectives of physical
observation are (a) to ascertain the physi-
cal existence of a particular item(s), (b) to
inspect an item(s) to determine whether
it is being used for the purpose for which
it was obtained and the extent of its use,
and (c) to assist the auditor in determin-
ing the extent of testing and verification
necessary to arrive at an opinion regard-
ing the allowability of costs generated by
the area under review.

(3) Physical observation may disclose
idleness of facilities or personnel and
uneconomical and inefficient operating
methods. Actual observation is the best
evidence of the physical existence of an
item, but observation alone is not conclu-
sive as to the reasonableness, allocability,
or allowability of the related costs.

(4)Plant or functional observations, in-
cluding inventory observations, employ-
ee interviews, floor checks, perambula-
tions, purchases verification, and similar
techniques of physical observation are
integral parts of an audit and are applica-
ble 1n the audit of costs, evaluations of
proposals, and the audit of terminated
contracts,

(a) Plant or Functional Observations.
This term usually applies to the visual
appraisal of functions in a contractor’s
oftices, plant, and other work areas and is
accomplished by on-site review of prac-
tices. The objectives of these observa-
tions are to (i) relate actual practices to
prescribed procedures, (ii) ascertain the
degree of internal control exercised dur-
ing the actual performance of the func-
tion, (iii) assist in determining the extent
of reliance that can be placed on the
results generated by the function, and (iv)
determine the degree to which the func-
tion contributes to the economy and
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efficiency of the contractor’s operations
as a whole. Well-planned plant or func-
tional observations are important steps in
carrying out the auditor’s responsibility
for designing tests and procedures which
will detect fraud. Unannounced physical
observations should be programmed as
an integral part of the audit. The auditor
should be alert for evidence of fraud,
waste, or mismanagement (see 4-803).
This technique is especially useful in
audits of receiving, production, material
control, and engineering areas. (Also see
6-310, 6-312, 6-405, and 6-608.2.) Rec-
ord the details and conclusions of the
observations in the working papers and
promptly compare them with the related
accounting records. Specific guidelines
for each of the major cost elements are
contained in Chapter 6.

(b) Employee Interviews and Floor
Checks. This term usually applies to the
physical verification of labor charges.
Specific guidelines for performing em-
ployee interviews and floor checks are in

(c) Perambulation. This term usually
applies to an informal type of plant
observation which affords a good oppor-
tunity to uncover inefficient and uneco-
nomical practices that might otherwise go
unnoticed. It permits the auditor to ob-
serve activities and note anything that is
unusual. Planning for perambulation re-
quires a determination as to the frequen-
¢y and geographical area of coverage, but
does not contemplate specific objectives.
For example, the auditor may observe a
major plant rearrangement of which
he/she was previously unaware. The audi-
tor should make further inquiries and
ascertain the circumstances leading to the
plant rearrangement and determine its
effect on government contracts.

(d) Tour of the Manufacturing Floor.
This term applies to a type of plant
observation which affords a good oppor-
tunity to view manufacturing processes
and practices on a periodic basis to
develop a better understanding of the
processes and monitor trends in manu-
facturing processes and practices. Some
contractors have established substantial
technological advancements on the facto-
ry floor, causing changes in the processes
and the machinery by which they manu-
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facture their products. These changes in
manufacturing operations can cause
changes to the flow of costs, raising the
question as to whether the contractor’s
cost allocation practices continue to pro-
vide equitable distribution of costs to
final cost objectives. As a result auditors
need to enhance their awareness and
understanding of the implications of
technical changes on the factory floor.
Auditors should tour the contractor’s
manufacturing facilities periodically (sev-
eral times a year) to view the machinery
and manufacturing practices currently in
use. If possible, have the contractor par-
ticipate in at least one tour a year to
explain both its current practices and the
evolving changes. This will aid the audi-
tor in developing a better understanding
of the manufacturing process and in
developing a baseline to determine if the
contractor has changed its manufacturing
methods.

(e) Purchases Verification. This term
usually applies to the physical verifica-
tion of purchased materials and services.
Specific guidance for performing pur-
chases verification is in 6-305.

h. Comparisons and Ratios.

(1) Comparing the amount of an ex-
pense for the current period with the
corresponding amount for the preceding
periods develops corroborative evidence.
A comparison of costs by element can
provide an overview, an order-of-magni-
tude frame of reference for direction of
audit effort, and other audit plan-
ning/performance considerations. For ex-
ample, assume that certain individual
expense elements for prior fiscal periods
were determined to be reasonable and
acceptable; if the expenses of the current
fiscal period compare favorably with
those for prior fiscal periods, and if the
level of operations and other factors are
comparable, such a condition could be
considered as a basis on which to form an
opinion as to the reasonableness of cur-
rent expenses. On the other hand, if
comparison indicates that a particular
expense element had been maintained at
a relatively steady level over an extended
period, but increased significantly in the
current period without any apparent in-
crease in the production volume or an
offsetting decrease in another related cost
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element, it would indicate that further
audit effort is necessary to prove the
validity of the current costs.

(2) In addition to comparing the same
cost elements between periods, the audi-
tor should also consider the correlation of
cost items with appropriate bases. (See
Appendixes E and F.)

i. Oral Evidence.

(1) Generally, oral evidence is useful in
disclosing situations that may require
examination or may corroborate other
types of evidence already obtained by the
auditor. Oral evidence can determine
audit direction and, when appropriate,
should be recorded and made part of the
audit file.

(2) Do not rely on this type of evidence
to completely support an audit conclu-
sion or opinion; use other confirming
evidence, particularly where the matter is
significant.

J- Other Sources of Evidence. Industry
statistics, government and independent
studies and publications, and other
sources of audit evidence may be avail-
able as indicated by the nature of the
specific assignment and the auditor’s
resourcefulness (see 4-1003).

| 3-104.15 lemg in Connection with

Cost Accounting Standards

Audits performed in connection with
the contractor’s disclosure statement and
compliance with CAS (see Chapter 8) can
be extremely useful in_establishing the
audit scope of other assignments by pro-
viding improved visibility into the con-
tractor’s organizational cost structure,
the relationship between direct and indi-
rect costs, and other cost accountin
policies, procedures, and practices. FMI
CAS Compliance Testing Reports includ-
ed in the permanent files provides an
overview of the status of a contractor’s
compliance with CAS and helps identify
specific areas needing consideration.

3-104.16 MAARs Accomplishment

A general discussion of MAARs ap-
pears in 6-100; a tabulation of the
MAARs which includes title, classifica-
tion, objectives, purpose, and principle
CAM reference, appears in 6-1S1.

a. Transaction test and some special
purpose MAARs are most likely to be
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covered in historical audit assignments.
The scope of such reviews are aftected by
the strength of the controls in the area
and the currency of audit experience.
Controls affecting each of these MAARs
are evaluated in at least one of the
internal control areas mentioned in
Chapter 5. It is often possible to reduce
the scope of a mandatory review when
controls in the area are strong or to
expand the scope of any review for the
purpose of resolving other vulnerabilities
identified through risk assessment proce-
dures.

b. Procedures associated with perma-
nent file update and reconciliation
MAARs may be budgeted and accom-
plished as a part of the control or summa-
P' assignment for the audit. Permanent
ile updates are generally performed as
part of routine audit assignments.

¢. The review and evaluation of the
contractor’s financial statements, corpo-
rate minutes, tax returns (see 3-1S2), and
reports filed with regulatory bodies, such
as the Securities and Exchange Commis-
sion (SEC) (see 3-1S1) will assist the
auditor in planning the audit more effec-
tively. MAAR No. 4 requires the auditor
to review applicable tax returns and
financial statements, including the state-
ments of cash flow of the contractor on
an annual basis. In consonance with the
concept of the relative value of evidential
matter under government auditing stan-
dards, the auditor should attach greater
value to financial statements and/or re-
ports audited by independent auditors.
Similarly, greater value should be placed
on corporate reports to re%:?;ory bodies
and Federal tax returns use of the
severe penalties assessed for noncompli-
ance with reporting requirements. Fur-
ther discussion of the relative quality of
audit evidence is contained in 2-300 and
3-104.14.

d. Reports and Financial Statements.
Reports and financial statements, includ-
ing the statements of cash flow prepared
by contractor personnel or outside ac-
countants, may indicate the extent of
review and areas covered and may reduce
the extent of audit effort or direct atten-
tion to specific areas needing examina-
tion. As noted in 3-1S1, SEC reports are
available to the public. Copies of such
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reports are normally kept at the contrac-
tor’s corporate office and should be avail-
able to DCAA on request. Information
relative to government contract costs
should be extracted from the SEC filings
for use on pertinent audits. For details on
the procedure to be followed in transmit-
ting information in SEC filings to partici-
pating divisions within a CAC network,
see 15-205.

e. Corporate Minutes. The minutes of
board of directors’ meetings reflect major
decisions by the board of directors con-
cerning the contractor’s organization and
its operations. Many of these decisions
affect contract costs such as organization-
al structure, plant layout, budgeting,
make or buy, plant cutback or expansion,
lease vs. purchase, and personnel policies
and compensation. Field auditors must
be aware of these management decisions
to properly plan and develop their audits.
Auditors will coordinate, when appropsi-
ate, with the corporate or home office
auditor to obtain written results of such
reviews. When applicable, sensitive is-
sues will be promptly reported to the
contracting ofticer so that advance notice
may be given the contractor regarding
potentially unallowable costs.

f. Tax Returns. It is essential that the
auditor perform an annual review of the
contractor’s tax returns or assure that a
review is accomplished by coordinating
with the izant corporate/home office
auditor (see 3-152). Results of such re-
views will be obtained in writing for
inclusion in the audit files. Review of
state and Federal income tax returns may
indicate possible areas requiring further
attention. It may also provide informa-
tion on differences between costs record-
ed on the books versus those claimed for
tax purposes. These differences may re-
veal, for example, income (credits) ex-
cluded from government contracts or
contractor understatements of voluntary
deletions such as for contributions or bad
debts. Review of the Federal income tax
return including the supplemental sched-
ules and supporting documentation fur-
nished to the IRS is particularly impor-
tant in the audit of incurred costs since
nearly all line items have contract audit
application. For example, the FAR cost
principles related to depreciation and
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compensation costs (including pension
costs) contain reasonableness and allowa-
bility criteria directly related to Federal
income tax practices. The allowability of
pension costs is dependent on funding
and filing requirements under the tax
code. The auditor should obtain explana-
tory comments and/or otherwise assure
that costs being used as bases to develop
indirect rates are consistent with or re-
concilable to amounts reported as cost of
goods sold and/or operations in the Fed-
eral tax return. General and administra-
tive expenses claimed on the tax return
such as ies and wages and taxes
should also be traced to the books of
account and differences reconciled. De-
tailed reconciliation of the tax return to
the books of account is not mandatory. In
the event the tax retum is prepared on a
basis other than that of the general led-
ger, the reconciliation should be limited
to accounts considered critical or sensi-
tive. Guidance in determining allocable
and allowable state and local income or
franchise taxes is in 7-1403.

3-104.17 Use of Quantitative Methods
and EDP in Contract Audits

Make optimum use of all audit tech-
niques which will increase the efficiency
and effectiveness of the audit effort.
These include the use of statistical sam-
pling, the use of improvement curves and
techniques, and the evaluation of costs
and accounting systems making use of
electronic data processing (EDP) equip-
ment. Suggestions for applying these
techniques to various audit situations are
provided throughout the manual.

a. Statistical Sampling. DCAA policy
on the use of statistical sampling is in 4-
600; guidance is in Appendix B.

b. Electronic Data Processing (EDP).
Because of the ever increasing use of
electronic data processing equipment, the
auditor must become knowledgeable in
the operations of such systems. Develop
the audit program with due consideration
to the part that EDP equipment contrib-
utes to the contractor’s overall account-
ing system. Guidance is provided in
Appendix C. Similarly, in conducting the
audit, make full use of DCAA’s DIIS
software (wordprocessing, spreadsheet
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analysis, and database management).
Guidance is provided in 4-500.

¢. Use of Graphic and Computational
Analysis Techniques .

Wherever appropriate, auditors should
make full use of graphic and computa-
tional analysis techniques (Appendix E).
The manual suggests instances where the
auditor could productively use these
techniques. . .

The use of graphic and computational
analysis techniques can help in incurred
cost audits as well as future cost estimates
and is encouraged. These techniques
might, for example, provide a basis for
the traditional audit selectivity in review-
ing accounts or cost items. That is, the
auditor may detect trends or correlations
which permit her or him to focus atten-
tion on indirect expense accounts or
other costs being audited which appear to
be unreasonable or out of line. However,
the use of these techniques in the audit of
incurred cost does not lessen the audi-
tor’s responsibility to obtain pertinent
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evidential matter, as in 3-104.14 and to |
accomplish appropriate testing and veri-
fication of such data.

d. Improvement Curve Techniques. |

An understanding by the auditor of
improvement (learning) curve techniques
(Appendix F) is essential, particularly in
the evaluation of projected costs. Situa-
tions where these techniques are to be
used are discussed in Chapter 9, as well
as in Chapter 12 where the evaluation of
a reasonable profit or loss under a termi-
nated contract is discussed.

3-104.18 RFP/RFQ and Contract
Provisions

Review of contract provisions may
indicate areas of audit emphasis. For
instance contracts with both fixed price
and cost type provisions may require
additional emphasis in floorcheck or oth-
er direct cost reviews. See 3-200 for
further guidance on reviewing RFP/RFQ
and contract provisions.

DCAA Contract Audit Manual




312
3-181

January 1995

3-1S1 Supplement-Reports Filed by Contractors with the Securities and
Exchange Commission

The Securities and Exchange Commis-
sion (SEC) is an independent government
Agency created by the Securities Ex-
change Act of 1934. The laws adminis-
tered by the SEC relate in general to the
field oty securities and finance, and seek
to protect investors in their securities
transactions. In addition to the 1934 Act,
these laws include the Securities Act of
1933, the Public Utility Holding Compa-
ny Act of 1935, the Trust Indenture Act
of 1939, the Investment Company Act of
1940, and the Investment Advisor’s Act
of 1940. The SEC also advises the Feder-
al courts in corporate reorganization pro-
ceedings under Chapter XI of the Nation-
al Bankruptcy Act.

Under the 1934 Act, companies listing
and registering securities on public trad-
ing exchanges are required to register
with the SEC. Following registration,
such companies must file annual and
other periodic reports to keep informa-
tion in the original filing current. These
reports are for public review and should
be available to the auditor at the contrac-
tor’s corporate offices. The documents
are also available for public inspection at
the SEC Public Reference Room, 500
North Capitol Street, NW, Washington,
DC 20549. Copies may also be requested
for a nominal cost at that address. Addi-
tionally, current annual and other period-
ic reports (including financial statements)
filed by companies whose securities are
listed on exchanges also are available for
inspection in SEC’s New York, Chicago,
and Los Angeles regional offices, as are
the registration statements (and subse-
quent reports) filed by those companies
whose securities are traded over-the-
counter and registered under the 1964
amendments to the Exchange Act. More-
over, if the registrant’s principal office is
in the area served by the Atlanta, Boston,
Denver, Fort Worth, or Seattle SEC
regional offices, filing is required with the
applicable regional office and reports
may be examined there.

In practice, major government contrac-
tor registrants report in rather broad
segments and large dollar amounts. As a

result, there may be differences in the
type and depth of information in periodic
statements filed with the SEC and state-
ments issued directly to stockholders and
the public. Accordingly, audits involving
evaluation of contractor financial presen-
tations should include a review of the
latest statements filed with the SEC.

A brief summary of the various SEC
reports most likely to be of interest to
DCAA field units follows:

a. Form 8-K (1934 Act)-Current Re-
port. This form is required 15 days after
which any one or more of certain speci-
fied events occur. Some of the events
which, if significant, require a report
include (1) changes in control of regis-
trant, (2) acquisition or disposition of
assets, (3) bankruptcy or receivership,
and (4) changes in registrants certifying
accountant.

b. Form 10-K (1934 Act)-Annual Re-
port. This is an annual report by compa-
nies having securities registered pursuant
to the 1934 Act and companies which are
required to file reports under the Securi-
ties Act of 1933. Form 10-K is to annual-
ly provide information which, together
with the proxy or information statement
sent to security holders, will furnish a
reasonably complete and up-to-date
statement of the business and operations
of the registrant.

c¢. Form S-1 (1933 Act)-Registration
Statement (of Securities). This form is
used for registration under the Securities
Act of 1933 of securities of all issuers for
which no other form is specifically au-
thorized or prescribed, except that the
form is not used for securities of foreign
governments or political subdivisions.
The form includes a prospectus to inform
investors. It also includes other items
which are required but need not be
included in the prospectus, such as ex-
penses of issuance and distribution, in-
demnification of directors and officers,
and recent sales of unregistered securi-
ties.

d. Form S$-8 (1933 Act)-Registration of
Securities to be Offered to EmFloyees
Pursuant to Certain Plans. This form is
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used for stock purchase, savings, or simi-
lar plans, and for registering the interests
in such plans when required.
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3-1S2 Supplement-Tax Forms Filed by Contractors with the Internal Revenue
* . Service and State Tax Departments

State and Federal Tax returns are ex-
ternal reporting documents which are
independently reviewed and carry sub-
stantial penaities for misstatement. As
such, they provide excellent confirmation
of costs claimed on contracts. Mandatory
annual audit requirement No.4 on tax
returns and financial statements requires
the auditor to review these returns and
have written confirmation of this review
in the incurred cost audit files.

A brief summary of the various corpo-
rate Federal income tax return forms and
schedules to be reviewed follows:

a. Form 1120 (*“U.S. Corporation In-
come Tax Return”). Every domestic cor-
poration not expressly exempt from tax
must file an annual income tax return. A
tax return is required even though there
is no income or tax due and is an
important source of information. Most
corporations submit tax returns on Form
1120; small corporations may use Form
1120-A. Certain contract cost principles
in FAR (depreciation, compensation
costs, tax accruals and credits, etc.) con-
tain reasonableness and allowability cri-
teria directly related to the following
Federal income tax schedules which are
part of the Form 1120,

(1) Schedule A, “Cost of Goods Sold,”
provides data used in the computation of
a total cost input (TCI) base and may be
compared to the indirect cost rate pro-
posal(s) if the contractor is not filing a
consolidated return. The “Other Costs”
section of Schedule A should be of partic-
ular interest to the auditor for unallowa-
ble costs. Schedule A also furishes the
method used for valuing closing invento-
ry, which should be compared to perma-
nent file data and to prior returns to
identify any changes.

(2) Schedule E, “Compensation of Offi-
cers,” discloses executive compensation
and is separated by elements (salaries,
bonuses, director’s fees, etc). These com-
pensation elements may be reviewed for
reasonableness and may be compared to
SEC filing (Form 10-K) for any differ-
ences.

(3) Schedule J, “Tax Computation,”
should be compared to prior years’ re-
tums for any possible organizational
changes.

(4) Schedule L, “Balance Sheet,”
should be reconciled to the general led-
ger. Net assets should be compared to
CAS 414 submissions; financial ratios
should also be verified to determine and
validate the “going concern” hypothesis.

(5) Schedules M-1 and M-2, “Reconcil-
iation of Income™ and *“‘Analysis of Re-
tained Earnings,” respectively, should be
reviewed for any unusual entries.

b. Form 1065 (Partnership Return). A
partnership tax return on Form 1065 is
required even though the firm has no
taxable income for a taxable year. No tax
is ever paid by a partnership; Form 1065
is an informational return. The partner-
ship return contains data similar to Form
1120 above.

¢. Form 5500, “Annual Return/Report
of Employee Benefit Plans.” This tax
form is the basic annual reporting re-
quirement that must be used for employ-
ee benefit plans with 100 or more partici-
pants at the beginning of the plan year.
Form 5500-C 1s the so-called “short
form™ that must be used for employee
benefit plans with fewer than 100 partici-
pants, none of whom is an owner-em-
ployee. This tax form, along with payroll
tax return forms (940/941), should be
considered in reviewing contractor pen-
sion costs.

d. Form 941, “Federal Payroll Tax
Return.” A contractor or employer sub-
ject to either income tax withholdit}g or
Social Security taxes, or both, must file a
quarterly return. Form 941 is the quarter-
ly return form which combines the re-
porting of income and FICA taxes with-
held from wages, annuities, supplemental
unemployment compensation benefits,
third party payments of sick pay, and
other sources of income. It may also be
used to verify total payroll and FICA tax
expense. This form should also be re-
viewed to disclose any possible inclusion
of unallowable interest or penalties. This
tax information is reliable because it can
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be reconciled to total employee salaries
reported to the IRS. Also, the individual
W-2 forms are reviewed by the employ-
ees. The contractor should be required to
reconcile total salaries and wages to the
Form 941.

e. Form 940 (Federal Unemployment
Tax Return) Thls Federal tax form lists
the actual state unemployment taxes
paid. The Federal unemployment tax
grants a credit for state tax payments,
which are assessed by the state on the
basis of historical probability that termi-
nated employees of the contractor will
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file for unemployment compensation.
The review of this form can be used to
verify both Federal and state unemploy-
ment taxes and may also disclose the
inclusion of unallowable penalties or in-
terest.

f. State Tax Returns - Individual state
tax returns should be reviewed to deter-
mine that the amounts claimed by the
contractor agree to the amounts paid,
excluding penalties and interest. Only the
state tax actually paid by filing date or
extension thereof is allowable (FAR
31.205-41(bX7)).
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3-200 Section 2 — Briefing of Contracts and Requests for Proposals

3-201 Introduction

This section, as part of the chapter on
audit planning, presents guidance on (1)
briefing the provisions of contracts and
requests for proposals which may affect
the contract audit workload or other
aspects of the FAO’s work, (2) notifying
contracting officers of contract provi-
sions which may impede effective con-
tract audit or contract administration,
and (3) implementing the DoD opera-
tions security (OPSEC) program.

3-202 Auditor Review of Contract
Provisions

3-202.1 Objective

Contract clauses are reviewed to deter-
mine the specific requirements for each
contract to be utilized in determining
allowability, allocability and reasonable-
ness of costs billed to the government.
Complete copies of contracts and con-
tract modifications are usually available
from both the contractor and government
contract administrators. Contract briefs
are prepared to abstract, condense, or
summarize pertinent contract provisions
for specific audit purposes. To facilitate
repetitive reviews of contracts, briefs
may be maintained in a permanent file
and updated on a continuous basis as
contract modifications are received, or at
the time of each audit depending on the
fre§uency and type of reviews being
performed. Generally, such briefs sum-
marize information required in progress
payment reviews, interim voucher re-
views, FPI closing reviews (including
incentive fee computations) for fixed
priced contracts and final voucher re-
views, other incurred cost reviews for
cost type contracts, and defective pricing
reviews.

3-202.2 Auditor Reliance on Contractor
Prepared Briefs

a. If the contractor’s policies and pro-
cedures require contract briefs be pre-
pared and it is cost effective to do so,
review this function to determine if reli-
ance can be placed on the contractor’s

briefs (see 3-202.3 below). If reliance can
be placed on the contractor’s briefs, the
basis for that reliance should be docu-
mented as discussed in CAM 4-1000 and
placed in the permanent file, including a
recommendation for the review cycle of
the briefing function. The auditor will
also need to analyze the contractor’s
internal controls for their use of this
information to identify and segregate
costs which are specifically unallowable
under the contract provisions (see CAM
8-405). This review may be coordinated
with the CAS 405 compliance review
and/or the billing system review.

b. If the contractor does not brief
contracts, or if reliance cannot be placed
on the contiractor’s briefing function, the
auditor should consider reporting this
condition to the administrative contract-
ing officer as an internal control deficien-
cy. Also, if reliance cannot be so placed,
the auditor will need to prepare briefs of
the contracts. Special considerations in
audits of selected contract types are pro-
vided in 3-2S1.

¢. The FAO-prepared contract brief or
the auditor’s documentation of the con-
tractor’s brief will be maintained in the
permanent files or audit working papers
as appropriate. The briefs should be
reviewed by the auditor or administrative
personnel to assure that required clauses
are included, and clauses that are contra-
dictory or confusing are clarified. Exam-
ples of such provisions are discussed in 3-
204.1. Audit leads for special audit analy-
sis can also be identified at this time.
Contracts which have a mixture of cost-
type and fixed-price provisions may be
candidates for additional emphasis in
floorchecks or billing systems reviews.
Likewise, contracts with extraordinary
terms affecting allowability may require
special emphasis during direct or indirect
cost reviews or billing systems reviews.

3-202.3 Adequacy of the Contractors
Briefing System

It is not appropriate to review the
contractor’s briefing system internal con-
trols if it is determined that it is more
economical and cost effective to have the
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auditor or administrative personnel brief
the contract than it is to perform the
systems review. As a result, for some
contractors, only portions of their system
may be reviewed and utilized for audit
purposes. The scope of the systems re-
view should be based on the number and
type of contracts, the materiality of the
contracts, results of prior internal and
external review or other self governance
type activity, audit leads, the extent of
automation, and the type of reviews for
which they will be used. The briefing
system review may be performed in con-
junction with a billing system review,
contract administration review, or ac-
counting system review. Consider the
following when evaluating the contrac-
tor’s briefing system.

a. Training. The contractor should pro-
vide adequate training to the employees
involved in the briefing of contracts.
Written policies and procedures should
describe the content and frequency of the
training. The course should include ex-
planations of the types of contracts, the
types of FAR unallowables, the special
requirements for classified contracts and
the attributes of the contractor’s particu-
lar system. When evaluating the adequa-
cy of the training, the auditor may review
course material, review written documen-
tation that the employees have been
trained, review personnel records to de-
termine prior qualifications, or interview
employees to determine the extent of
their training. Because the same person-
nel may be responsible for briefings as
well as the preparation of billings, review
of this area may be performed simuita-
neously.

b. Policies and Procedures. The con-
tractor should have policies and proce-
dures to describe what should be includ-
ed in briefs, who will prepare briefs, who
will approve them, and how they will be
utilized for the various Tgurposes for
which they are prepared. The contractor
may prepare preprinted or computerized
forms which prompt the employee for
common briefing items. Contract brief-
ings generally include a synopsis of all
pertinent contract provisions, such as
contract type, amount, product or ser-
vices to provided, applicable cost
principles, performance period, OPSEC
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measures (3-205), rate ceilings, advance
approval requirements, precontract cost
allowability or limitations, and billing
limitations. When evaluating the briefs,
the auditor should review the special
considerations identified in 3-281 to de-
termine adequacy. (For guidance on pro-
visions impeding contract administration
see 3-204.) The contractor may not brief
all provisions of the contract, but may
have alternate procedures. For example,
if the contractor has adequate procedures
for excluding unpaid costs from all inter-
im vouchers, the applicable contract
clause or reference to it may not be
needed on the brief.

3-203 Briefing of Requests for
Proposals

a. When audit review of a contractor’s
price proposal has been requested (see 9-
100), the FAO will brief the related
request for proposal (RFP) to identify
requirements that may affect the review.
FAR 15.805-5(c) requires the PCO to
provide the applicable portions of the
solicitation (RFP or request for quota-
tions (RFQ)) with the audit request,
particularly those describing require-
ments and delivery schedules. DFARS
215.805-5(cXiiXA) requires the PCO to
provide the auditor with a copy of the
solicitation in advance when the PCO
knows that field pricing support will be
required.

b. Include the auditor’s briefing notes
in the working papers for the proposal
review assignment. If OPSEC measures
(3-205) are required, promptly inform all
DCAA personnel who may be affected.

3-204 Reporting on Provisions
Impeding Effective Contract Audit or
Administration

3-204.1 Examples of Impeding
Provisions

The following are provisions of con-
tracts or RFP/RFQs that may impede
effective contract audit or contract ad-
ministration and are therefore subject to
special reporting: )

a. Defects in or omissions of required
contractual provisions, such as omission
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of contract clauses requiring contractors
to maintain adequate accounting records
when cost determinations are a factor or
providing the government the right to
audit.

b. Undesirable or ambiguous provi-
sions, such as provisions for rate changes
or price redeterminations at times or
under conditions which cannot be imple-
mented or efficiently administered.

¢. Provisions which exclude portions of
costs from audit review or verification,
limit in any way the government’s right
to andit, or restrict the scope of the audit.

d. The award of a contract type incom-
patible with the contractor’s accounting
system (cee FAR 16.104(h)).

e. Contracts having the characteristics
of cost-plus-a-percentage-of-cost con-
tracts, such as negotiation of contract
value after contract completion.

f. Any other provisions which are not
clearly stated and which may lead to
subsequent misunderstanding or dispute
in the audit or in the administration of
the pricing provisions of the contract.

g. Provisions which are contradictory
to or inconsistent with existing statutes or
regulations, including Cost Accounting
Standards, and/or contractor practices,
such as requiring that direct contract
costs be allocated to multiple contracts.

3-204.2 Reporting to the Contracting
Officer

If you find provisions in a contract or
RFP/RFQ that may impede effective
contract audit or administration,
promptly notify the contracting officer,
suggesting appropriate action. You
should also coordinate with the ACO to
obtain clarification on contract terms
that are new to you, unclear, or you have
questions on intent.

3-204.3 Internal DCAA Reporting

a. Differences between the contracting
officer and the auditor which cannot be
resolved locally will be referred to the
regional director by way of the regional
audit manager. The referral will advise
the regional director regarding the basis
of the disagreement and the actions taken
to resolve the issue. The regional director
will then decide whether direct commu-
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nication with the responsible procure-
ment office is needed.

b. Where corrective action is not taken
within a reasonable time and where the
issue involved is deemed to have policy
impact or may have a significant mone-
tary impact, the regional director will
submit a report to Headquarters, Atten-
tion PFD, containing the following infor-
mation:

(1) Summary of the situation and ac-
tions taken by the regional director.

(2) Summary of discussions with the
contracting officer.

(3) Any other pertinent information.

(4) The regional director’s recommen-
dations.

c. Headquarters will advise the region-
al director of the actions taken on each
case and the final resolution of the prob-
lem area.

3-205 DCAA Implementation of the
DoD Operations Security (OPSEC)
Program

a. The DoD OPSEC program, policy,
and responsibilities are contained in
DoD Directive 5205.2. The OPSEC pro-
gram applies to DoD contraciors partici-
pating in the DoD Industrial Security
Program when such measures have been
determined essential for the adequate
protection of classified information with
respect to a specific classified contract.
The Head of the responsible DoD Com-
ponent makes the determination as to the
applicability of the OPSEC program re-
quirements to the contract. Thus, the
OPSEC program ensures the protection
of DoD programs, operations, and activi-
ties by maintaining essential secrecy
through the protection of classified mate-
rials and information. The guidance
which follows constitutes DCAA'’s imple-
mentation of DoD Directive 5205.2.

b. Normally, FAOs will not need to
have direct access to information in the
DoD Directive; however, a copy may be
obtained from a DoD publications distri-
bution office if further information is
desired. When briefing any classified
contract or RFP/RFQ, carefully note any
OPSEC measures r;guired of the contrac-
tor. Required OPSEC measures may
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have an impact on the contractor’s pric-
ing and costing of a contract. Also,
DCAA personnel must comply with any
OPSEC measures required by a contract
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or RFP/RFQ. Direct questions concern-
ing OPSEC measures to either the region-
al security officer or contract administra-
tion officials.
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3-2S1 Supplement Special Considerations in Audits of Selected Contract
Types

T&M and Labor
Cost Reimbursible Contracts Hour Contracts Fixed Price Contracts

1. FAR Citations

FAR 52.216-7, 52.216-13, 52.216-14 FAR 52.232.7 FAR 52.232-16, 32.5,
general requirements. 42.7

Accrued Versus Paid Cost

Billed costs do not include accrued Same as cost reimbursible. Same as cost
costs (not paid) for items or services reimbursible.
purchased directly for the contract.

For purposes of interim Same as cost reimbursible Same as cost
reimbursement. Allowable costs for the ODC or material reimbursible.
include recorded costs of items or portions of the contract.
services purchased directly for the Labor, applicable burden

contract for which the contractor has and profit is billed at a
paid (small business concern may bill category rate applicable to
these costs even though the concern  actual hours or man days,
has not yet paid for them) and costs etc.

incurred, but not necessarily paid for

materials issued from the inventory

and placed into production, direct

labor, direct travel, other direct in-

house costs, allowable and allocable

indirect costs, and progress payments

or interim vouchers paid to

subcontractors.

For final vouchers. Allowable costs Same as cost reimbursible The allowable amount
include all paid costs, including for the ODC or material  is the excess of the
reimbursible subcontracts and portions of the contract. contract price over
interdivisional transactions which Labor, applicable burden the amount required

must have been closed out and for and profit is billed at a to liquidate progress
which required final audits have been category rate applicable to payments.
performed. actual hours or man days,

etc.

Delinquent Payments

For interim vouchers. Billed costs do Same as cost reimbursible Same as cost
not include accrued costs that the for the ODC and material reimbursible.
contractor is delinquent in paying for portions of the contract.

in the ordinary course of business.

Unallowable Cost

Billed costs do not include Same as cost reimbursible Same as cost
unallowable costs. for the ODC and matenial reimbursible.

portions of the contract
Pensions, etc.
Billed costs do not include accrued
costs of pensions, post retirement
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T&M and Labor
Cost Reimbursible Contracts Hour Contracts

benefits, profit-sharing or employee

stock ownership plans that have not

been paid at least quarterly (within 30

days after the end of the quarter).
Same as cost reimbursible
for the ODC and matenal
portions of the contract.

2. Ceiling or Funding Limitations

Cost type contracts may set ceilings Same as cost reimbursible.

on indirect rates, on specific elements,
and on contract line items. These
ceilings may apply on an interim or
interim and final basis. The
contractor cannot be reimbursed for
costs in excess of the identified
ceiling.

The contract will provide funding Same as cost reimbursible.

limitation amounts which are less
than the contract value until the
contract fully funded. These
limitations are not to be exceeded on
an interim basis and on a final basis
the contract should not claim costs in
excess of the estimated total amount
stipulated in the contract.

See also 11-100 for guidance on the Not applicable.
limitation of cost clause.

3. Cost Sharing Arrangements

Contracts may identify percentages or Not applicable.
absolute values in excess of which the
government will not reimburse costs.

4, Retentions and Withholds

Patent Rights and Technical DatA Not Applicable.
Withholds. The contract may provide

for temporary withholding of amounts

as reserves from payments otherwise

due to the contractor, to assure

performance of certain contractual

requirements. FAR 27.305-3(3)

provides that if the contractor fails to

furnish certain reports relative to
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Fixed Price Contracts

Same as cost
reimbursible.

Not Applicable.

Same as cost
reimbursible.

See also 11-100 for
guidance on the
Limitation of
Payments Clause.

Progress Payment and
Liquidation rates are
specified in the
contract.

Not applicable.

Not Applicable.
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Cost Reimbursible Contracts

inventions developed by the
contractor under the contract, the
contracting officer may invoke the
withholding of payments provision of
the patent rights clause which states
that the government may withhold
payment until a reserve not exceeding
$50,000, or 5 percent of the amount
of the contract, whichever is less has
been set aside. Similarly, the clause in
DFARS 227.473-5 provides for
withholding of 10 percent of the
allowable costs and fixed fee from
payment on an interim basis when
the contractor does not deliver certain
technical data required by the
provisions of the contract.

Fee Withholds. For payments of the
Tixed fee under cost-reimbursement
contracts, FAR 52.216-8(b), 52.216-
9(c) and 52.216-10(c) all provide for
the withholding of the fee on an
interim basis after paymeni of 85
percent of the fixed fee until a
reserve is set aside in an amount that
the contracting officer considers
necessary to protect the government’s
interest. The reserve will be from 0~
15 percent of the total fixed fee or
$100,000, whichever is less. Based on
the contract terms, the percent will be
specified or determined at the
discretion of the contracting officer.

Not Applicable.
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T&M and Labor

Hour Contracts Fixed Price Contracts

Not Applicable. Not Applicable.

Hours Withhold. FAR

. -7(a, states that
unless otherwise prescribed
in the Schedule, the
contracting officer shall
withhold 5 percent of the
billable hours, not to
exceed a total of $50,000
for the entire contract. The
withholding will apply to
the billable hour portion
only, and not to direct
material or subcontract
amounts. The same
provision for time-and-
materials contracts also
applies to indefinite-

Not applicable.
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T&M and Labor
Cost Reimbursible Contracts Hour Contracts Fixed Price Contracts
delivery-type contracts
which may be indentified
by a “D” in the ninth
position of the
Procurement Instrument
Identification Number
(contract number).
5. Required Frequency of Billing
Interim vouchers and final vouchers
on completed or terminated contracts
and subcontracts are submitted for
payment on time intervals provided
for by the contract for both negative
and positive billings. The contractor
may have threshhold criteria that
must be met in order to bill besides
the time intervals provided below,
such as a dollar value threshhold.
Gain an understanding of the reasons
for these other threshholds.
Interim Vouchers. The contractor may Vouchers may be Vouchers may be
submit an interim invoice or voucher submitted only once a submitted only once a
as work progresses (but generally not month, unless otherwise month.
more often than once every two approved by the
weeks for large contractors) in contracting officer.
amounts supported by a statement of
the claimed allowable costs for the
period.
Final vouchers on completed Same as cost reimbursible. Final invoices are
contracts. Completion vouchers should submitted as items
be submitted promptly upon are delivered.

completion of the work, but no later
than one year (or longer, as the
contracting officer may approve in
writing) from the completion date per
FAR 52.216-7(h)1). Care should be
taken that final or quick close-out
rates (6-1009) are determined, and
subcontract or inter-divisional
transactions have been properly closed
out.

Final vouchers on terminated Same as cost reimbursible Not applicable.
contracts. On terminated contracts the

final voucher may be submitted at the

end of the vouchering out period (12-

402) or after completion of the

termination negotiations.

6. Profit or Fee
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T&M and Labor

Cost Reimbursible Contracts Hour Contracts

These contracts provide
for billing direct labor at
predetermined category
rates which include all
applicable burden and
profit, and billing other
direct costs (ODCs) and
direct materials on T&M
contracts at cost plus
applicable burden (no

Fees may be of the fixed, award or
incentive type. Contract types and
computational methodology are
discussed in detail in FAR Part 16
and DLAM Fees may be billed with
cost or may be separately vouchered.

profit).
For interim payments. The contract Profit is billed as part of
terms specify how the fee will be the rate.

computed on an interim basis.
Generally, fee is billed as a
percentage of incurred cost until it
meets any funding or withhold
limitations. {(Fee withholds are
explained in 3 above.) However,
Award fees are generally the subject
of a special contract modification and
the specific amount to be billed is
given.

Profit is billed as part of
the rate.

For final vouchers. The fee is
calculated in accordance with the

terms of the contract.

7. Forms and Documentation
Requirements

The submission form (SF 1034) is
approved by the auditor or
contracting officer. Detailed
information concerning the
preparation, submission and
processing of these forms is presented
in DCAAP 7641.90. This pamphlet is
available for distribution to
contractors.

The contract generally identifies the
cognizant DCAA office responsible for
processing vouchers.

Same as cost reimbursable.

Same as cost reimbursable.

Special submission forms or data may
also be identified at the same time.
COTRs (Contracting Officers
Technical Representative) may be
identified and documentation and
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Fixed Price Contracts

Profit may be fixed
or incentive or the
contract may require
economic price
adjustments. Contract
types and
computational
methodology are
discussed in detail in
FAR Part 16 and
DLAM.

Contract line items
are billed at price
unless progress
payments or advance
payments are allowed.

Contract line items
are billed at price less
any credit for
liquidating progress
payments.

For progress payments
the SF 1443 is used.
Instructions for the
SF 1443 are on the
back of the form.

Not applicable.
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T&M and Labor
Cost Reimbursible Contracts Hour Contracts Fixed Price Contracts

voucher routing requirements specified
for their approval of work performed.

8. Performance Period.

A contract may provide that it Same as cost reimbursible. A fixed price
expires on a specified date, unless contract requires
terminated before that date, and specific delivery dates
obligates the contractor to devote a for item. Missing
specified level of effort for a stated these dates may result
time period (FAR 16.306(D)X2) and in penalties.

FAR 52.249-6(a)). The auditor shall
not approve for reimbursement any
costs incurred by the contractor
subsequent to the expiration date
stated in the contract, or in excess of
contract limitations.

9. Specified Completion or Delivered
Product.

A complietion or delivered product Not Applicable. Not Applicable.
specified in a cost-type contract
normally commits the contractor to
complete and deliver the specified
product within the estimated cost. In
the event the work cannot be
completed within the estimated cost,
the government may require more
effort without an increase in fee (FAR
16.306(dX1)). Also, under FAR
52.246-6(a), the contracting officer
could terminate the contract prior to
full expenditure of the estimated cost.
However, unless the contract is
terminated, or exceeds stated contract
limitations, the contractor is normally
obligated to continue to perform
under the contract up to the
estimated total contract cost.

10. Other Provisions

Overtime Premium Overtime The contract may provide Not Applicable.
premium 1s probably the most a category rate to be
frequently limited cost and is applied to overtime hours,

generally identified in the contract’s  the contract may specify

FAR clauses section, FAR 5§2.222-2.  the number of hours

The clause identifies an amount from allowable, it may specify

$0 upward in excess of which the the type of work or type

contractor can not bill. item it is allowable on, or
who will approve it.

Other Other contract provisions
are generally identified in the H-
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T&M and Labor
Cost Reimbursible Contracts Hour Contracts Fixed Price Contracts

section of the contract. They may
include allowance criteria or
conditions (cost ceilings or time
frames) for certain costs such as
precontract costs (also see FAR
31.205-32), costs incurred after the
completion or delivery date specified
in the contract, or costs incurred in
excess of the contract amount.

First Article Approval Not Not Applicable. A fixed price contract
Applicable. may require first

article approval (FAR

52.209-3 or -4) before

the contract is eligible

for progress payments.
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| 3-300 Section 3 - Internal Control Assessment Planning Summary (ICAPS)

3-301 Introduction

This section provides guidance on us-
ing the Internal Control Audit Planning
Summary (ICAPS) to summarize the au-
ditor’s assessment of control risk and the
impact on related contract audit effort.
For guidance on performing reviews of
contractor accounting and management
systems, and related internal controls, see
CAM Chapter 5.

3-302 Background Information

a. As discussed in CAM 3-i00, the
auditor’s assessment of control risk is a
critical factor in determining the nature
and extent of audit effort necessary to
achieve the objectives of the individual
audit assignment in an effective and
efficient manner. To assess control risk,
the auditor must carefully evaluate the
controls over et:‘ch significant contractor
accounting and management system
which could impact the scope of that
particular audit. Due to the number of
contract audits performed at some con-
tractors, it is both impractical and ineffi-
cient to duplicate all the audit steps
necessary to assess control risk as part of
each individual audit assignment. There-
fore, separate audit assignments are es-
tablished to review and evaluate each
significant contractor accounting and
management system and the related con-
trols on a periodic basis. The resulting
control risk assessments are summarized
gn the lntemalworkiControl At;iiit Plal_lgling

ummary ng paper along with a
brief description of how these assess-
ments may impact the scope of other
related contract audit effort.

Summary becomes part of the FAO’s
permanent file and can be used by other
auditors to quickly understand the level
of control risk associated with the con-
tractor’s accounting and management
systems and the potential impact on their
sgmdual u;qdnt ignments. For exam-

, an auditor orming a progress
payment audit can review the ?ntemal
Control Audit Planning Summary

b. The Internal Control Audit Planning-

(ICAPS) for the contractor’s billing sys-
tem and immediately determine the as-
sessed level of control risk and how it
could impact his review.

3-302.1 Rehﬁolshi% ‘of‘lltCAPS and
(MAARs)

a. A general discussion of MAARs
appears in 6-100; a tabulation of the
MAARs, including title, classification,
objectives, purpose, and principle CAM
reference, ap, in 6-1S1.

b. Transaction test and special purpose
MAARSs are most likely to be covered
during incurred cost audit assignments.
The scope of such reviews is affected by
the strength of the contractor’s internal
controls and the currency of audit experi-
ence in the area. Internal controls affect-
ing the are summarized in the
Internal Control Audit Planning Summa-
ry (ICAPS) for each related comtractor
accounting and management system. For
example, internal controls affecting
MAAR 6, Labor Floorchecks or Inter-
views, are summarized in the Internal
Control Audit Planning Summary for the
contractor’s labor accounting system. It is
often possible to reduce the scope of a
mandatory review when the contractor’s
internal controls in the area are strong.
Conversely, it may be necessary to ex-
pand the scope of a mandatory review to
cover audit risks identified in the Inter-
nal Control Audit Planning Summary.
However, the focus of the auditor’s ef-
forts should be to work with the contrac-
tor and ACO to reduce risk ratings rather
than to continue performing expanded
testing.

3-303 General Audit Policy

a. A separate Internal Control Audit
Plan:‘i:g Summary will be maintained
for of the ten management and
accounting systems, identified in CAM 5-
102. However, we are only
with assessing control risk for those sys-
tems that process a material amount of
transactions that are uitimately assigned
to government contracts. The Internal
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Control Audit Planning Summary form is
the summary audit working paper for the
audit of the system and related internal
controls. Copies of the forms should also
be retained in the permanent file.

b. Significant information contained in
the Planning Summary, either positive or
negative, should be communicated to the
appropriate auditors immediately (e.g.,
risk information on the Planning Sum-
mary for the estimating systen. + .ould be
communicated to au “rs performing
reviews of individual :¢ proposals).

¢. Since the Internax Control Audit
Planning Summary is intended to sup-
port the audit planning process, each
Internal Control Audit Planning Summa-
ry form should contain sufficient infor-
mation to help plan other related con-
tract audit activities. While the following
paragraphs provide general guidance on
completing the Internal Control Audit
Planning Summary form, auditors should
exercise professional judgment in deter-
mining the exact nature and extent of
information necessary in their individual
audit circumstances.

3-304 Preparation of the Internal
Control Audit Planning Summary

Figure 3-3-1 contains a generic copy of
the Internal Control Audit Planning
Summary form. The specific ICAPS for
each of the ten systems are available on
the DIIS. As discussed above, a separate
Internal Control Audit Planning Summa-
ry form should be maintained for each
contractor accounting and management
system. The Internal Control Audit Plan-
ning Summary form is updated during
the normal cyclical audit of each signifi-
cant system and related internal controls
(e.gi, during the estimating system sur-
vey).

3-304.1 Materiality and Sensitivity

As discussed above, DCAA is only
concerned with assessing the adequacy of
internal controls for those contractor
accounting and management systems
which may have a significant impact on
the pricing, administration, or settlement
of government contracts. This section of
the Internal Control Audit Planning
Summary provides information concern-
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ing the significance of each system for
each Contractor Fiscal Year (CFY). In
addition, it provides a brief summary of
any sensitivities which may impact other
related audit effort.

a. Materiality is determined based on
the importance of the contractor account-
ing or management system relative to
government contracts. While all major
contractors generally accomplish the
functions associated with the ten ac-
counting and management systems iden-
tified in CAM 5-102, the materiali-
ty/significance of these systems will vary
from contractor to contractor. Therefore,
it is important for the auditor to under-
stand the dollar value of transactions
processed by the system and assigned to

overnment contracts, both flexible and
ixed price, and their significance in
relation to (1) the total dollar value of
transactions processed by the system, (2)
total government contract costs, and (3)
total contractor operations. To illustrate,
the auditor’s determination of materiali-
ty for a contractor’s labor system should
consider the total dollar value (order of
magnitude) of labor transactions ($100
million) processed by the system in rela-
tion to the order of magnitude for con-
tractor’s total operation $1 billion cost of
sales. The auditor should also consider
the government’s participation, both flex-
ible and fixed price, in the system’s
transactions, as well as within the con-
tractor’s total operations.

System Contractor

Total Dollars $100 million $1,000 million

Gov't Flexibly $ 20 million $ 80 million
Priced Dollars

Gov't Fixed Price $ 25 million $ 170 million
Dollars

b. Sensitivity is determined based on
how given matters will impact the judg-
ments of the users of contract informa-
tion. For example, inclusion of some
unallowable costs (e.g., luxury yachts, dog
kennels) have a more significant impact
on users of contract information than
clerical errors or inadvertent mistakes. In
addition, some costs may be more sensi-
tive than others due to congressional
interest or other external factors. One
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such example was the emphasis placed on
consultant costs during the late nineteen
eighties. Section 1.2 of the Internal Con-
trol Audit Planning Summary is designed
to summarize any unusual or unique
sensitivities applicable to the system in
question.

¢. The auditor should carefully consid-
er the system materiality and sensitivity
in determining the timing, nature and
extent of system review effort. If a partic-
ular system is not considered material for
the current year, there is no need to
assess control risk further. The basis for
this assessment should be documented on
the Internal Control Audit Planning
Summary working paper and filed in the
permanent files for reference and re-
view/update in future years.

3-304.2 Control Risk Assessment

This section of the Internal Control
Audit Planning Summary is designed to
summarize the auditor’s assessment of
control risk for each relevant control
objective. CAM 5-109 contains detailed
guidance on assessing control risk.

a. The auditor should first identify
each of the relevant control objectives for
the system being summarized. CAM sec-
tions 5-300 thorough 5-1200 contain de-
tails regarding the relevant control objec-
tives for each contractor accounting and
management system. For example, the
relevant control objectives for labor ac-
counting are covered in CAM 5-900 and
are summarized as follows:

(1) Management Reviews

(2) Employee Awareness Training

(3) Labor Authorization and Approvals

(4) Timekeeping

(5) Labor Distribution

(6) Labor Cost Accounting

(7) Payroll Preparation and Payment

(8) Labor Transfers and Adjustments

b. For each relevant control objective,
the auditor should summarize the control
risk assessment (low, moderate, or high)
contained in the detailed working papers.

¢. The auditor should also indicate the
report number and date in which the
control risk assessment for any control
objective was most recently updated. As
more current information becomes avail-
able, the auditor’s assessment of control
risk may change. For example, the con-
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tractor may correct a previously reported
deficiency or subsequent audit effort may
indicate failures to comply with estab-
lished policies and procedures. In these
instances, the auditor should update the
Internal Control Audit Planning Summa-
ry upon issuance of the audit report
which resulted in the change in control
risk assessment. Under no circumstances
should the Internal Control Audit Plan-
ning Summary be updated for potential
changes in the control risk assessment
which have not been formally reported.
d. The last section of the control risk
assessment requires the auditor to ex-
plain all moderate or high risk assessment
ratings. Ratings of moderate or high risk
should be supported by significant re-
ported deficiencies, and the explanations
should briefly describe the nature of the
reported deficiencies which resulted in
the moderate or high control risk assess-
ment. The auditor’s explanation should
be as concise as possible but provide
sufficient information to facilitate the
planning of other related audit effort.

3-304.3 Ovenrall System

a. In addition to assessing control risk
for each of the relevant control objec-
tives, the auditor should determine
whether the system is adequate to reason-
ably assure proper pricing, administra-
tion, and settlement of government con-
tracts. Making such a determination re-
quires the exercise of considerable audit
judgment. In some instances, the contrac-
tor’s failure to accomplish a single con-
trol objective may render the entire sys-
tem inadequate.

b. The auditor’s assessment of the
overall system should be consistent with
the audit opinion contained in the most
current report on the system in question
and with the risk ratings assigned to the
relevant control objectives. For example,
in the case of the labor system review, if
high risk ratings have been assigned to
labor cost accounting and labor transfers
and adjustments, it would be expected
that the overall system opinion would be
inadequate or inadequate in part.

3-304.4 Impact on the Scope of Other
Audits

a. The audit planning process involves
not only assessing control risk but also
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identifying the potential impact of these
risk assessments on other related audit
eAﬂ'%l:t. ‘S’fctio_n I\g of the In;ergal_Coelgrol

udit Planning Summary is designed to
highlight the impact that the auditor’s
control risk assessment has on related
audit areas. These audit areas are sum-
marized as follows:

1) Contract Pricing

2) Defective Pricing

(3) Incurred Material Costs

(4) Incurred Labor Costs

(5) Incurred Indirect/ODC Costs

(6) Contract Reporting

(7) Billings

(8) Closeouts

b. The impact on audit scope should
also identify the speci(ic area(s) of scope
impacted. For example, if a review of the
contractor’s estima‘ing system indicates
that the contractor does not perform
sufficient cost/price analysis of subcon-
tract proposals, the auditor may indicate
a need to increase the scope of contract
pricing and defective pricing reviews in
the area of subcontracts. Generally, as-
sessments of low risk should result in
recommended reductions in the scope of
related audits, unless the scope has previ-
ously been appropriately reduced, which
should be documented and explained.
This section of the Internal Control Audit
Planning Summary should also be used
to communicate any additional informa-
tion considered necessary to ensure prop-
er consideration of control -risk assess-
ments in related audit effort.

3-305 Internal Control Aundit
Planning Summary Updates and
Revisions

a. Since contractor internal controls are
reviewed on a cyclical basis, it may
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become necessary to update the auditor’s
assessment of control risk prior to the
next scheduled system review. For exam-
ple, audits of individual pricing proposais
may identify deficiencies in the contrac-
tor’s estimating system which did not
exist or were not identified at the time of
the last system review. In these instances,
the Intermal Control Audit Planning
Summary should be updated to reflect
any changes in the auditor’s assessment
of control risk or the impact on other
related audit effort. Any changes to the
Internal Control Audit Planning Summa-
ry should be based on reported condi-
tions. Prior versions of the Internal Con-
trol Audit Planning Summary should be
retained for reference.

b. Auditors should also be alert for
factors which may indicate that the cur-
rent control risk assessment may be in-
valid. These factors may include (1) ma-
terial amounts of questioned cost in
individual audit assignments, (2) recur-
ring questioned costs of an immaterial
amount, (3) significant turnover in con-
tractor personnel, (4) contractor reorgani-
zations, and (5) other risk factors. In
these instances, it may be necessary to
increase the scope of related audit effort.
However, the auditor should also consid-
er performing an updated or supplemen-
tal internal control review to reevaluate
the contractor’s internal controls and
encourage contractor corrective action
for any identified deficiencies. Getting
the contractor to correct the system is
generally a more effective and efficient
way to protect the government’s interest
in the long run. Changes in the assessed
level of control risk, both positive or
negative, should be based only on report-
ed conditions.
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Figure 3-3-1
Figure 3-3-1
Assign. No.
Report Date
DEFENSE CONTRACT AUDIT AGENCY
INTERNAL CONTROL AUDIT PLANNING SUMMARY
FOR THE __________ SYSTEM OF
(Contractor Name)
I. MATERIALITY AND SENSITIVITY
1. Materiality (For CFY Ending: )
System Contractor
Total Dollars
Gov’'t Flexibly Priced Dollars
Gov’t Fixed Priced Dollars
2. Sensitivity
II. CONTROL RISK ASSESSMENT
Control Risk Updates Since
(System: Adequate/Inadequate) Last Review
Control Objectives Low Mod High Report No./Date
1.
2.
3.

Briefly explain the reported system deficiencies which support all moderate or high

control risk assessments:

IIl. OVERALL SYSTEM

Adequate —_— Inadequate: Overall
In Part

IV. IMPACT ON THE SCOPE OF OTHER AUDITS

Impact on
Audit Scope

Audit Areas Decr N/C  Incr
Contract Pricing
Defective Pricing
Incurred Material Costs
Incurred Labor Costs
Incurred Indirect/ODC Costs
Contract Reporting
Billings
Closeouts
Other

Initials/Date:
Auditor:
Supervisor:
FAO Manager:

Area of Scope Adjustment

DCAA Contract Audit Manual




332
3-400

January 1995

3-400 Section 4 - Workpackage Risk Analysis Procedure (WRAP)

3-401 Introduction

This section deals with the use of
WRAP to (1) select among alternative
workpackages within a mandatory audit
area and (2) prioritize discretionary
workpackages covering operations audits,
systems reviews and historical audits of
incurred costs.

3-402 WRAP Defined

a. WRAP is an optional decision mo-
deling technique applied to select work-
packages for inclusion in the require-
ments and program plan. WRAP inputs
are (1) the estimated minimum hours
required to perform a review of a speci-
fied workpackage when no basis for ex-
panding the review is idertified, and the
savings, if any, likely to result from this
review; {2) the estimated additional
hours required to expand the review if
questioned cost or cost avoidance is
identified, and the estimated maximum
dollar value of the cost savings which
might result from the review; and (3) any
intermediate values of hours and dollars
which the planner believes to be appro-
priate. WRAP generates expected hours
to perform the review and an index
number which approximates the expect-
ed savinis; per hour which will result if a
workpackage is performed. The WRAP
index may be thought of as the relative
risk associated with failure to perform a
given workpackage within a specified
group.

b. WRAP is used in planning incurred
cost audits when the planner wishes to
quantify the decision making process,
either to select among alternatives or to
support a decision to limit or expand
sample size. It is applied at the workpack-
age level.

| 3-403 WRAP Procedure

_ The steps for computing the WRAP
;ndex of an individual workpackage fol-
ow:

a. Estimate the dollars which will be
analyzed under each workpackage at the
contractor location. The estimates need

not be precise. Note that there will be
some overlapping of dollars analyzed
between workpackages within an audit
area.

b. Estimate the maximum percent of
the dollars analyzed which might be
questioned or cost avoidance which
might be realized by an audit of the scope
prescribed by the workpackage at the
location. Workpackages may be com-
bined for estimation of dollars analyzed
and maximum savings of a larger pack-
age.

¢. Calculate or identify:

(1) The minimum savings likely to
result from performance of the work-
package. This will often, but not always,
be zero.

(2) As many intermediate values of
potential savings as seem desirable, based
on the planner’s familiarity with the area.

(3) The dollar value of the maximum
estimated savings (dollars in the work-
package X estimated percent; 3-403a X
3-403b).

d. Estimate:

(1) The hours required for a review of
the workpackage area which is adequate
to rule out the possibility of significant
findings and justify terminating the au-
dit, whether by projecting results from a
statistically valid sample or by terminat-
ing the review without findings. Asso-
ciate this with the minimum savings
identified in 3-403c(1).

(2) The hours associated with each
selected intermediate value of savings (3-
403c(2)).

(3) The hours associated with the maxi-
mum findings calculated in 3-403¢(3).
This will usually be the maximum effort
the planner is willing to expend on an
area without referring the findings to a
higher level for authority to proceed.

e. Tabulate the estimated savings
amounts and their associated hours as
:l-lown in columns (1) and (2) of Figure 3-

1.

f. Assign a probability to each potential
outcome. The probabilities must add to
100 percent as shown in Column (3) of
Figure 3-4-1. Estimated probabilities
quantify the planner’s knowledge of such
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variables as: the inherent vulnerability of
the underlying transactions at any loca-
tion: the controls in effect at this loca-
tion; the skills of available staff; and any
other factors which bear upon expected
audit outcome in a given workpackage.

g. Multiply each outcome’s probability

y:
(1) Estimated savings; enter in column
(.2) Estimated hours; enter in column

h. Sum the products of probability and
savings for each potential audit outcome
of this workpackage. The resultant
amount is referred to as expected savings
and represents the most likely cost recov-
ery.
1. Sum the products of probability and
hours for each potential audit outcome of
this workpackage. The resultant quantity
is referred to as expected hours and
represents the hours which should be
budgeted if the package is programmed.

j. Divide the expected savings by the
expected hours. This is the WRAP index
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used for ranking discretionary and semi-
discretionary workpackages, sometimes
referred to as expected savings per hour.

3-404 Use of the WRAP Index

a. WRAP scores are first used to select
the workpackage to be performed in a
mandatory area. Remaining workpack-
ages are prioritized in descending order
of their respective WRAP index.

b. Several workpackages may be select-
ed for accomplishment within a single
audit area. Because the computation of
estimated savings is based on dollars
analyzed, there may be some overlapping
of estimated savings between workpack-
ages within an audit area. To avoid
duplication of planned efforn, WRAP
rankings must be reviewed for redundan-
cy before the final listing is input to the
annual requirements plan.

¢. Because WRAP rankings are highly
location-specific, WRAP applies only to
the ranking of incurred cost audits within
a single contractor location.
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3-S10 Supplement — Illustrations of Contract Audit Disclosures

3-S101 Introduction

a. This chapter has presented general
concepts for contract audit planning.
Following these concepts will result in
more effective audit and, thus, more
effective reporting. Some examples of
contract audit disclosures resulting from
use of these concepts are in this supple-
ment.

b. In an actual audit report, the presen-
tations would, of course, be expanded to
provide the necessary details. The illus-
trations have been arranged according to
principal areas of contract audit atten-
tion.

3-S102 Contract Audit Disclosures
on Contractors’ Contract Financial
Management

3-S102.1 Forecasting of Cost Underruns
or Overruns

Review of a major missile contractor’s
procedures and practices related to its
preparation of contract financial manage-
ment reports (Form 1097) to the govern-
ment under various cost-reimbursement
type contracts indicated that significant
contract cost information available to the
contractor’s management was not being
considered in preparing its reports, since
few if any underruns had been reported.
An audit report covering this matter was
sent to the contracting officer with appro-
priate recommendations. The contractor
revised its procedures and shortly there-
after reported a projected $20 million
cost underrun on one of its major con-
tracts.

3-S102.2 Monitoring Physical Progress
Versus Cost Performance

The contractor’s cost under a major
weapons systems contract exceeded the
contract target cost even though only 50
percent of the milestones established un-
der the contract had been accomplished.
These milestones are significant events in
a work package. There had been no
previous indication of this adverse condi-
tion. The contractor acknowledged the
weaknesses in its contract financial man-

agement procedures and installed revised
procedures to provide better information
and management control over physical
performance of major segments of the
contract task in relation to contract
funds.

3-S102.3 Equity in Managing
Commercial Versus Government Work

A large weapon systems contractor
followed a policy of renting space for all
its government work, but performed
commercial work in contractor-owned
plants where occupancy costs per square
foot were substantially lower. This differ-
ence in management policy for obtaining
physical plant requirements produced an
obvious costing inequity for government
contract work. In order to obtain a more
equitable allocation of indirect costs, the
auditor recommended use of a single rate
for distributing occupancy costs to all
plants of the contractor. The contractor
concurred in this reccommendation and as
a result the indirect costs allocated to
government contracts were reduced by
approximately $1 million per year.

3-S102.4 Funding of Self-Insurance

A contractor claimed reimbursement
from the government for cost of an
unfunded self-insurance program for pay-
ment of employees’ death benefits. The
auditor determined that the annual
charges for the program were higher than
necessary because the contractor did not
irrevocably fund the amounts charged as
cost and invest them. The program was
thus deprived of income from invest-
ments. After discussion with the contrac-
tor, an irrevocable trust was established
with annual savings of $700 thousand
?en’dved from income earned by the trust
und.

3-S103 Contract Audit Disclosures
on Contractors’ Preparation of Price
Proposals

3-S103.1 Using Historical Data for
Projections

A subcontractor’s proposal included
estimated direct labor costs computed by
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use of learning curves. However, the
subcontractor used, as a projection base,
the unit hours initially quoted on previ-
ous job estimates. The auditor disagreed
with projecting previously quoted hours
for identical work when historical hours
were available and accordingly projected
learning curves using historical hours as
the base. In negotiation, the proposal was
reduced 16 percent, most of which was
attributed to the more realistic projection
resulting from use of historical data.

3-S103.2 Establishing Proposal
Procedures and Controls

At one sole source major contractor,
the auditor examined cost proposals dur-
ing a fiscal year, totaling $188 million,
and questioned more than $53 million as
overestimated costs. In negotiation, sub-
stantially all of this was reflected in
reduced contract prices. The auditor rec-
ommended that the contractor establish
policies and procedures to provide for (1)
uniform guidance for the preparation and
support of cost proposals, (2) the compi-
lation of a complete estimating data
package for each contract, and (3) mana-
gerial review of proposal estimates prior
to their submission. At the insistence of
the contracting officer, improvements
were made which reduced the amount of
necessary audit surveillance of proposals.

3-S104 Contract Audit Disclosures
on Contractors’ Make-or-Buy
Decisions

3-S104.1 Effective Use of Make-or-Buy
Committee

A contractor’s make-or-buy procedure
had been approved as representing an
effective framework for conduct of activi-
ties in this area. It was found that during
a 2-year period, 305 contract cost propos-
als involving many complex components
were prepared, but only 12 make-or-buy
committee decisions were made. The
shifting of in-house work to other plants
of the contractor, possibly at higher costs,
was also reported as requiring closer
review and appraisal under the estab-
lished make-or-buy criteria.
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3-S104.2 Lack of Make-or-Buy Review

During an audit of a repricing proposal
for a contract, the auditor determined
that a certain part made by the contractor
under that contract as being purchased
under a different contract at $155 thou-
sand less than the “make” costs proposed
for the contract price being audited. No
make-or-buy decision had been made for
this part, although it should have been so
considered under the contractor’s policy.
In this instance, based on the auditor’s
information, the contracting officer ex-
cluded a major portion of the excess cost
in the repricing of the contract.

3-S105 Contract Audit Disclosures
on Contractors’ Purchasing and
Subcontracting Practices

3-S105.1 Pyramiding of Profits on
Subcontracts

A major missile prime contractor sold
noncompetitive proprietary products to
one of its subcontractors at a selling price
of about $2 million including profit. The
subcontractor used the products in its
own production, which was sold at a
profit to the prime contractor. The prime
contractor’s repricing proposal for the
contract included computed profit on all
subcontract costs, including the propri-
etary items mentioned above. The audit
disclosed that these transactions resulted
in increased costs to the government of
$630 thousand due to the pyramiding of
profit. This condition was explained in
the audit report with a recommendation
that the excessive profit be eliminated in
negotiating the repricing proposal, and
that in the future, similar items should be
furnished by the prime contractor to its
subcontractor at no charge. In negotia-
tion, the contracting officer obtained a
reduction in the contract price of about
$600 thousand based on this recommen-
dation.

3-S105.2 Developing Alternate Sources

An audit report contained details of a
continuing high incidence of sole source
procurement by the contractor. Imple-
mentation of the report recommenda-
tions ultimately led to the establishment
of an alternate-source program and re-
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sulted in the establishment of new
sources of su(pply. In some instances
quoted prices from the new sources were
25 percent lower than the unit prices of
original sole source suppliers, resulting in
a savings to the government estimated at
$800 thousand.

3-S105.3 Pricing of Sole Source Repair
Parts

At a major aircraft manufacturer, the
auditors, i conjunction with govern-
ment technical representatives, deter-
mined that the prices charged by a sole
source supplier for certain repair parts
appeared to be unreasonable. Arrange-
ments were then made through the prime
contractor for an audit to determine
whether the parts were, in fact, over-
priced. The parts supplier delayed the
government audit, pending its own study,
and subsequently refunded $581 thou-
sand to the prime contractor, prior to
making any cost data available to the
auditor.

3-S105.4 Savings Through Government-
Furnished Parts

At the start of a major weapon system
program, certain parts had been fur-
nished by the government to the contrac-
tor. Subsequently, in connection with the
solicitation of a follow-on procurement,
the parts were designated to be furnished
by the contractor. When the auditor
disclosed in the initial pricing report that
this practice would increase costs sub-
stantially, the procurement agency revert-
ed to the previous practice and arrange-
ments were again made to contract di-
rectly for required quantities of these
items. Contract terms were appropriately
revised and savings of over $500 thou-
sand were realized.

3-S105.5 Forecasting Material Shrinkage
Reguirements

A contractor’s estimating and record
keeping practices were found to be insuf-
ficient for the determination of the per-
centage allowance for material losses.
The weaknesses consisted of the lack of
timely, accurate, and complete recording
of incurred shrinkage experience, and the
omission at one plant location of records
summarizing shrinkage experienced by
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major component. As a result, excessive
quantities of materials were p
resulting in the acquisition of about $360
thousand in unneeded items. Appropri-
ate recommendations were made and
adopted by the contractor, which resulted
in improving its controls and avoiding
recurrence of excess procurements.

3-S106 Contract Audit Disclosures
on Contractors’ Intracompany
Transfers of Materials

3-S106.1 Classification of Commercial
versas Cost-Based Parts

A major naval weapons system produc-
er stated that certain items procured
from its other divisions were standard
commercial items. This warranty was
used as an “as is” for charging interdivi-
sional transfers to government contracts
at selling prices rather than at cost. In
some instances, it was determined that
the standard commercial parts were in
fact only remotely related to commercial
items because of the substantial modifi-
cation required to meet the military
design and specifications. Consequently,
over $2.6 million of parts costs were
questioned on the basis of the incorrect
classification of these items as standard
commercial parts. Most of this amount
was recouped from the contractor as a
price reduction due to defective pricing

3-S106.2 Burdening of Catalog Prices

At one contractor, certain items were
charged to a government contract at
catalog prices. The contractor also allo-
cated administrative costs to the catalog
items. The allocation was questioned on
the basis that the catalog price already
included all costs (and profit) to the
contractor, and that any further allow-
ance would be a duplicate recovery of
expense, in accordance with the contract
cost principles. The contractor concurred
in an adjustment of $175 thousand and
changed its allocation procedures for
such transactions in the future.
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3-S107 Contract Audit Disclosures
on Contractors’ Accounting for
Material Costs

3-5107.1 Consistency of Standard Costs
for Commercial Versus Government
Work

A contractor maintained a standard
cost accounting system for both govern-
ment and commercial work. Quantity
and price variances were applied propor-
tionately to all work. The standards on
commercial items had not been adjusted
for many years, whereas government
standards were repeatedly revised and
updated to reflect higher current actual
costs. As a result, the standards on com-
mercial items were considerably less than
actual costs, resulting in an inequitable
over-application of the variances to gov-
ernment work. The over-application, am-
ounting to $82 thousand on one contract,
was questioned by the auditor. The con-
tractor concurred in this adjustment and
made appropriate revisions to its stan-
dards so that this condition would not
recur.

3-5107.2 Costing of Purchases before
Usage

A contractor’s method of accounting
for common usage of low-dollar-value
items was found to be inadequate in that
such items were charged to cost reim-
bursement type contracts when pur-
chased, although these items were actual-
ly placed in storage and issued only as
needed for contract performance. As a
result of this incorrect accounting treat-
ment, these items were gradually accu-
mulated in inventory, but not recorded as
assets. At the time of the auditor’s re-
view, the unrecorded inventory amount-
ed to approximately $800 thousand. The
auditor recommended that the contractor
establish proper controls to account for
the usage of these materials. The contrac-
tor concurred in this recommendation
and issued appropriate credits to the
open cost reimbursement type contracts
which had financed their purchase.

3-S107.3 Credit for in Inventory
Methods — Most Fy Customer
Clanse

An allocable portion of gain realized by
an electrical apparatus contractor
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through revaluation of inventory and
retroactive adjustment of costs was not
credited to the government, although the
contractor had warranted that the gov-
ernment was charged at most favored
customer prices. The gain, due to the
contractor’s change from the last-in, first-
out (LIFO) method of inventory valua-
tion to the first-in, first-out (FIFO) meth-
od, resulted in an increase in total inven-
tory value, as of the date of revaluation,
of about $52 million, which the contrac-
tor credited to earned surplus. For peri-
ods prior to the date of revaluation,
government contract costs had been
charged on the basis of the higher
amounts resulting from use of the LIFO
method. The auditor recommended that
the contractor credit the government for
its share of the adjustment, estimated at
about $900 thousand, on the basis that
the most favored customers which were
affiliated companies were supposedly
charged at cost, and the contractor had
contravened its price warranty by re-
troactively superseding its cost account-
ing system.

3-S108 Contract Audit Disclosures
on Contractors’ Handling of Spare
Parts Purchases

A contractor subcontracted for signifi-
cant quantities of spare parts which were
the same as the components of the end
item it was producing. The spare parts
suppliers were located in many sections
of the nation. All of these parts were
received and inspected at the contractor’s
plant, unpacked, stored, and later re-
packed and reshipped to various govern-
ment depots. The auditor in conjunction
with the ACO’s technical representative

_ recommended that the contractor arrange

for inspection of parts at the source, and
their direct shipment to the government
depots, an alternative procedure permit-
ted by the contract. The auditor support-
ed the recommendation with cost data
showing the amounts incident to repack-
ing and reshipping the parts which could
be saved by source inspection and direct
shipments. The contractor adopted the
recommendation; it is expected to result
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in savings of about $75 thousand per
year.

3-S109 Contract Audit Disclosure on
Contractors’ Production Control
Procedures

3-S109.1 Segregation of Scrap and
Rework Costs

The review of production control pro-
cedures of an electronics parts manufac-
turer disclosed weaknesses in the compa-
ny’s scrap and rework control proce-
dures. Direct labor cost for scrapped and
reworked units was commingled with
other direct labor, thus preventing accu-
mulation of accurate information as to
the costs of rework and scrap, estimated
to be at least $300 thousand per year.
This precluded management from evalu-
ating the extent of production control
deficiencies and from initiating prompt
corrective action. The contractor agreed
to institute controls to correct this situa-
tion in the future.

3-S109.2 Controlling Indirect Effort to
the Level of Operations

At a large research and development
contractor, audit analysis of production
control data showed that indirect costs
continued to rise notwithstanding a
downward trend in the level of opera-
tions. The auditor’s further analysis dis-
closed weaknesses in indirect labor as-
signments, work identification, and per-
formance review. As a result, over $3
million of indirect labor costs were ques-
tioned as being excessive to the needs of
the contractor and the government. Dur-
ing negotiations the contractor agreed to
absorb an appreciable amount of the $3
million. Appropriate corrective controls
were instituted by the contractor to pre-
vent recurrence.

3-S110 Contract Audit Disclosures
on Contractors’ Indirect Costs and
Allocation Methods

3-S110.1 Con Indirect Costs for
Declining Business Volume

At a major communications equipment
contractor which performed predomi-
nantly cost-reimbursement type con-
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tracts, the auditor’s trend analysis indi-
cated a 27 percent increase in overhead
costs over a five year period while pro-
duction volume decreased by 30 percent.
Normally, a decline in production vol-
ume will result in some increase in over-
head percentage rates because, while
variable overhead costs may decline
somewhat, the non-declining fixed over-
head costs must be absorbed by a smaller
production base. In this case overhead
costs were increasing both percentage-
wise and in total amount. Accordingly,
the auditor recommended that the cogni-
zant contracting officers establish appro-
priate overhead ceiling limitations for all
contracts at this plant to insure that the
government would not bear unreasonable
overhead costs. Actions were taken to
provide for such limitations in subse-
quent contracts awarded to this contrac-
tor.

3-S1_10.2 Double Counting of Capital
Equipment Charges

A metal fabricating contractor followed
the policy of charging directly to its
government contract the leasing cost of
basic capital equipment which had been
obtained to provide the expanded capaci-
ty required to perform the contract. This
treatment was inconsistent with the con-
tractor’s normal accounting system, since
charges for similarly owned facilities
used to perform other work were includ-
ed in the contractor’s overhead accounts
which were allocated to both government
and commercial work. The direct con-
tract charges were questioned by the
auditor on the basis of this inconsistent
treatment. The result was a net reduction
of $781 thousand in costs charged to the
government contract.

3-S110.3 Shifting Commercial Overhead
to Government Work

The auditor’s functional review of an
electrical products contractor’s overhead
allocation methods disclosed the contrac-
tor’s practice of allocating sholp depart-
ment overhead on the basis of a single
average rate for all shop departments
rather than a separate, readily determina-
ble rate for each shop department, resuit-
ing in loading government work with
some of the higher overhead costs in-

DCAA Contract Audit Manual




January 1995

curred in shop departments primarily
engaged in commercial work. This re-
sulted in excess charges to government
work of about $150 thousand and $120
thousand in two successive years. The
negotiating contracting officer gave a
propriate recognition to this factor in
establishing overhead rates for these
years.

3-S111 Contract Disclosures on
Contractors’ Management of
Government-Furnished Property

A not-for-profit contractor maintained
accountable property records of govern-
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ment property with an acquisition cost of
about $17 million. Audit review dis-
closed that accounting and physical con-
trols were inadequate with respect to a
large portion of this property and that a
physical inventory had not been taken for
several years. Unauthorized use of this
property was noted and reported. Sugges-
tions were made in the audit report that
would result in more efficient property
management with related cost savings.
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3-S20 Supplement — NASA Recommended Areas of Coverage (For Audits of
NASA Contracts and Contractors) (Ref. 15-106)

3-S201 Introduction

a. The following paragraphs set forth
areas of audit coverage considered to be
of importance in the review of large
dollar value NASA contracts. These areas
have been suggested and identified by
NASA procurement personnel as particu-
larly significant in view of that agency’s
contracting policies and procurement
management programs. It will be noted
that with the exc?ptnon of the special
coverage set forth for NASA Form 533,
these areas would also normally be en-
compassed in the audit program of DoD
major contractors. Consequentl¥, the in-
tegration of proper coverage for these
areas into the audit plan for contractors
having a large volume of DoD and/or
NASA auditable contracts should not
present any additional work.

b. The scope of review and the extent
of coverage to be accorded to the individ-
ual areas will be determined by the
DCAA auditor, who is fully responsible
for the development of the audit plan and
its performance. In any event, it would be
expected that the DCAA auditor would
have carefully considered the matters
presented below, to the end that the
overall audit plan will provide adequate
coverage of the contractor’s total audita-
ble activities and contracts. '

c. Where requests for special audit
coverage or emphasis are received from
NASA procurement or audit personnel,
they should be considered in the light of
the foregoing, for orderly performance in
accordance with the audit plan. If perfor-
mance of any such request will adversely
affect accomplishment of the audit plan,
the DCAA auditor will discuss the matter
with the regional director prior to reach-
ing a decision on the request. When
deemed necessary, the regional director
rlx)xéy also consult with Headquarters,

AA, regarding the request.

3-S202 Performance Controls

In view of the technical ramifications
of this area of activity, it is recommended

that any performance problems disclosed
be coordinated with responsible technical
project personnel. Illustrative of the types
of matters warranting attention and cov-
erage are:

a. Disproportionate relationship of
production schedules to contractual de-
livery requirements.

Excessive rework of subsystems,
component parts, etc. In this connection,
ascertain whether vendor-fabricated
components reworked by the company
should have been returned to vendors for
rework or replacement at their own ex-
pense because of failure to meet specifi-
cations.

¢. Lack of consideration of available
facilities and plant capacity in develop-
ment of production schedules.

d. Significant production slippages.
The related impact on costs and person-
nel utilization should be explored and
emphasized. The steps taken or planned,
if any, to recoup schedule losses, etc.,
should be reported.

3-S203 Contractor Financial
Management

a. All actual and potential cost overrun
conditions should be appropriately ana-
1 for each contract. To the extent
easible, explore and report the contribut-
ing factors such as:

(1) Misunderstanding of work require-
ments.

(2) Inadequate cost estimating proce-

ures.

(3) Ineffective coordination between
the contractor’s technical and adminis-
trative officials at the time that redirec-
tion of effort or changes in scope are
undertaken.

(4) Poor communication to or report-
ing among the prime and subcontractor
representatives. For example, subcon-
tractors sometimes incur cost overruns
long before the prime contractor or
NASA knows. Reports between the
above, if made on a timely basis, would
in many instances predict the overrun or
the underlying problems.
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b. Audit coverage of this area should
include an assessment of the contractor’s
policies and procedures for development
and maintenance of historical costs and
forecast data to be used in preparing
financial management reports, price pro-
posals, etc.

c. Review should also be made of the
company’s procedures for preparing an-
nual company-wide budgets and for com-
paring on a periodic basis incurred costs
with budget data (5-500). Matters which
should be considered include the follow-

ing:

(1) Adequacy of budgetary control pro-
cedures for individual NASA contracts.
In this connection, determine whether
the estimated costs of individual projects,
tasks, and ments, as included in
the contractor’s bid proposals, agree with
(1) the amounts budgeted for the individ-
ual projects, tasks, and departments and
(2) the total estimated costs shown in the
Forms 533 or equivalent reports. Also,
ascertain whether costs incurred are ac-
counted for in a manner to permit com-
parisons with the estimated costs of indi-
vidual project tasks and departments, as
shown on the contractor’s price proposal
and budget. The evaluation should cover
the adequacy and reliability of the data
generated by the contractor’s system as
well as the use made of these reports by
the contractor.

(2) The NASA FAR Supplement 4.675
provides for contractors to report period-
ically on NASA Form 533 (Contractor
Financial Management Report) to NASA
field installations. This form is designed
for contractors to submit their financial
and manpower experience and projec-
tions. Contractors are required to ish
a separate rt periodically for each
NASA cost-reimbursement type contract
on which the estimated cost is expected
to be $500,000 or over and on which the
period of performance is expected to be
one year or more. Contracting officers
may also require submission of this re-
port, where deemed advisable, for con-
tracts not meeting these criteria.

d. Auditors should selectively review
the current reports for each contract as
follows:

(1) Current cost experience and engi-
neering estimates are normally required
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to be used in reporting the estimated cost
to complete the contract. The auditor
should ascertain whether such estimates
were used and whether the amounts
reported in the form agree with the
estimates. There should be logical expla-
nations for any differences.

(2) Where current cost experience and

engineering estimates are not used, the
auditor should evaluate the methods used
for reporting the estimated cost to com-
plete. In some instances, contractors ar-
rive at these amounts by merely deduct-
ing the cumulative incurred cost to date
from the total contract amount (exclusive
of fee). This procedure is unrealistic,
particularly where known cost overruns
have already occurred in certain phases
of contract performance. Since subcon-
tract costs are often a substantial part of
the total, it is particularly significant that
the contractor’s procedures for obtaining
realistic subcontract data be reviewed for
adequacy.
(3) The auditor should ascertain wheth-
er the contractor’s procedures for internal
review of NASA Forms 533 prior to their
issuance are adequate. For example, if
the reports are prepared by the account-
ing department, they should, as a mini-
mum, be reviewed by the contractor’s
cognizant contract manager to insure
their accuracy and cun'enl?'

(4) Where there is a significant upward
trend in labor costs, the reasons therefor
should be ascertained and reported.
Some of the reasons for this condition
may be (1) improper controls over pro-
duction methods, resulting in failure to
detect inefficiencies or (2) increases in
hourly rates without a corresponding
increase in productivity.

(5) Causes for excessive or unusual
increases in overhead and G&A expense
rates during the course of contract perfor-
mance should be analyzed. Evaluate ac-
tion taken by the contractor to control
the rates.

¢. In some cases, the data and reports
submitted to NASA are generated by a
separate system from that used by the
contractor for internal control of its func-
tions and organizations. In these situa-
tions, the auditor should ascertain wheth-
er the data generated by the system used
for contractor purposes are fully compat-
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ible with the data submitted in reports to
NASA. All pertinent data should be re-
ported to NASA regardless of whether
ret}uired by the NASA reporting system.

. In those cases where PERT or an
equivalent system is required by NASA
for control of project operations, the

auditor should evaluate the adequacy of

the system to establish:

(1) Whether duplicate PERT or related
systems are being used by the contractor.
The basic NASA-PERT system policy
requires establishment of only summary-
type networks and cost reports thereon.
Use of the PERT system at lower levels is
generally optional to the contractor.
However, if PERT networks are devel-
oped at a lower level of detail than that
required by NASA, determine whether
the contractor’s project managers are
actually using the more detailed PERT
system or relying on a separate system of
their own.

(2) Whether the costs of operating the
NASA-PERT system are charged both as
direct and indirect costs. Inasmuch as
many of the activities associated with the
operation of the system are closely relat-
ed to the general process of management,
that is, project management, planning,
scheduling, accounting, etc., all or at least
the major portion of the costs should
normally be indirect. In those cases
where NASA contract costs are charged
direct for activities which are normally
treated by the contractor as indirect
costs, similar costs directly applicable to
the contractor’s other business should be
excluded from indirect expense pools
allocated to all work.

g. A comprehensive plan by the con-
tractor to control work performance is
essential for effective financial manage-
ment of R&D contracts. The plan should
establish under each task and project, to
the extent appropriate, a method for
work surveillance. The method usually
provides for the establishment of mile-
stones which represent definitized pro-
gressive targets or stages to be reached
during the progress of the work. For each
milestone, records should be maintained
to determine the effectiveness of perfor-
mance by considering variances between
the target and actual dates and variances
between estimated costs and actual costs.
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The following guidelines should be used
to evaluate the contractor’s efforts to
manage work performance:

(1) For selected contracts, evaluate the
adequacy of contractor management re-
views of the progress of work perfor-
mance. Audit evaluation should include
an examination of reports and/or min-
utes prepared to cover the reviews. Ascer-
tain the extent that the reviews consid-
ered the correlation of the physical or
technical progress of the work with the
costs incurred.

(2) Where the deliveries of items or
completion of the tasks under the con-
tract were past due, determine whether
contract costs increased as a result of the
stretch-out of work.

(3) Ascertain whether time delays in
completing phases of work were attribut-
able to weaknesses in planning. For ex-
ample, insufficient lead time may have
been planned for the construction or
acquisition of the necessary facilities to
perform scheduled tests.

(4) Evaluate the number and signifi-
cance of engineering changes, considering
such factors as the number of change
orders issued and the justification given
for the changes. Determine whether fixed
fees were increased or decreased com-
mensurately with the change in the scope
of work. If the fee was unchanged, deter-
mine whether a decrease was warranted.

(5) Examine the contents of technical
reports issued under the contract to relate
comments on technical progress to peri-
odic financial reports. Is there evidence
of technical difticulties which are not
adequately reflected in estimated costs to
complete the contract? i

(6) Make arrangements to attend peri-
odic NASA-contract or meetings on work
progress. Relate problem areas discussed
at these meetings with contents of period-
ic contractor reportings on costs and on
status of funds.

(7) Ascertain and evaluate the extent
that contractor representatives maintain
surveillance over subcontractor opera-
tions. Do subcontractors furnish prime
contractors with periodic reports on tech-
nical and financial progress? Are such
reports prepared in a manner compatible
wgt;'x’the data required in the NASA Form
5337
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(8) Ascertain whether contractor repre-
sentatives are required to prepare trip
reports covering each visit to subcontrac-
tors. Evaluate the reports from the stand-
point of business management functions.
For example, where the need for addi-
tional funds to complete the work was
reported, was appropriate action recom-
mended and taken? Particular attention
should be given to whether the reports
covered the status of physical or technical
progress in relation to costs incurred.

3-S204 Purchasing and
Subcontracting Practices

a. Make-or-Buy Decisions

Audit inquiry should be made into the
contractor’s policies and procedures in
arriving at make-or-buy decisions. Audit
inquiry should cover the composition of
the committee or group responsible for
such decision-making, the guidelines or
factors to be considered in the decision
process, and the nature of the documen-
tation maintained in support of the deci-
sions. Evaluate selected make-or-buy de-
cisions.

b. Subcontractor Selection and Sub-
contract Administration

Many of the concepts relating to pro-
curement activities by NASA in-house
procurement elements have similar appli-
cability to subcontracting and other pur-
chasing actions by the prime contractor
and higher tier subcontractors. The fol-
lowing are some of the significant points
to be covered:

(1) The methods used by the contractor
for selection of subcontractors and prin-
cipal suppliers should be reviewed to
assure that appropriate consideration is
given to adequacy of subcontractor facili-
ties, financial capabilities, and technical
know-how.

(2) The type of subcontractual instru-
ments used by the prime contractor
should be evaluated as to their appropria-
teness in the individual circumstances
(cost-type, incentive, time and materials,
etc.

(3) The audit should establish that the
prime contractor conforms with the re-
quirements of the contract by obtainin
necessary contracting officer approvals of
subcontracts.
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(4) The sufficiency of cost and price
analysis by contractor personnel should
be examined in the light of the extent of
competition obtained. It should be ascer-
tained whether subcontractors were re-
quired to furnish adequate details of cost
and profit make-up to permit evaluation
and comparison of prices quoted. The
nature and extent of further negotiations
with the supplier awarded the subcon-
tract should be reviewed. Special atten-
tion shouid be given to those cases where
the successful bidder was other than the
low bidder to ascertain that sufficient
justification existed for the award.

(5) Selected subcontracts should be
reviewed for possible ambiguities, ab-
sence of or revisions to standard clauses,
contradictions of requirements, etc. For
example, are delivery schedules in the
subcontracts compatible with work re-
quirements in the prime contract?

(6) Are engineering change orders
promptly transmitted to subcontractors
and are price changes due to such change
orders negotiated promptly and at rea-
sonable prices?

(7) Relative to (6) above, are delivery
delays promptly pursued?

8) Are required technical, administra-
tive, and financial reports submitted by
the subcontractors to the prime contrac-
tor? Are such reports being used for
subcontract management purposes?

(9) Have necessary arrangements been
made for contract administration, audit,
etc., at the subcontractors for the inter-
change of pertinent information?

3-S20S5 Inventory Management

Effective inventory control is essential
to assure a proper balance between inven-
tory supply and production require-
ments. Among the matters to be included
in the review of this activity are:

a. Indications of overbuying, tying up
funds in excess inventories which are not
contributing directly to the current pro-

gram.
b. In establishing inventory require-
ments, is consideration given to the prob-
lems of frequent change orders obsoleting
certain items?
¢. Does the contractor have a program
for standardization of component parts
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as a means of reducing the need for
separate buying for individual contracts?

d. Items of material identified as ex-
cess, obsolete, or otherwise in long supply
should be examined as to the cause of
these conditions. Conversely, items in
short supply should be similarly reviewed
for causes.

e. Are effective procedures used to
evaluate the economic repairability of
production rejects? .

f. The contractor’s procedures for dis-
posal of scrap should be evaluated. For
example, are classification procedures
adequate to determine what is usable,
salvage, or scrap; are competitive bids
secured for sale of scrap?

3-S206 Engineering and Scientific
Manpower Utilization

a. It is important to emphasize in this
area that it is neither contemplated nor
intended that the auditor evaluates tech-
nical performance as such. However, the
auditor can, for example, be of substan-
tial benefit in helping to ascertain wheth-
er the financial controls are adequate to
assure that NASA is obtaining commen-
surate value, in terms of level of effort
and output, from the cost input in this

area.

b. In light of the above, review in this
area should cover:

(1) The system of internal management
controls established by the contractor to
accumulate and report data with respect
to time expended by engineering and
scientific personnel and the progress
made.

(2) The reliability and completeness of
the recorded data and the reports submit-
ted to contractor and NASA manage-
meat.

{3) The action taken by the contractor’s
management to control direct engineer-
ing and scientific effort.

(4) Coordination between technical
and administrative personnel.

3-S207 Facilities and Equipment

Audit inquiry in this area should in-
clude such matters as:

a. The relationship between the invest-
ment of the contractor and of the govern-
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ment in_facilities for contract perfor-
mance. This relationship is significant in
evaluating the reasonableness of fees in
relation to estimated contract costs, since
a relatively high government investment
should ordinarily be reflected in a lower
rate of fee than would be the case where
the contractor utilized its own facilities.

b. Procedures used by the contractor to
secure new and unused production equip-
ment. Do such procedures include provi-
sion for attempting to secure govern-
ment-owned equipment?

c. Are government-owned facilities be-
ing used by contractors on commercial
work for which a lease arrangement has
not been effected?

d. Is there any idle government equip-
ment at the contractor’s plant? If so, has
it been reported to responsible NASA
officials? If not reported promptly, delays
could result in contractors at other loca-
tions procuring like equipment unneces-
sarily.

e. Is there evidence of unused or par-
tially unused plant facilities? If so, what
is the effect on the NASA contracts? For
example, where only partial use is made
of facilities, NASA may be inequitably
sharing the fixed overhead applicable to
the facilities. Review should also be made
to ascertain whether the contractor is
performing work on the same contract at
more than one plant when adequate
facilities and capacity are available at a
single plant.

f. What controls are exercised to assure
that previously acquired capital assets
reimbursed by the government are not
considered in pricing subsequent pro-
curement?

3-S208 Engineering Changes

This area is particularly significant in
the light of its impact on costs and
potential overruns. Audit review should
therefore be directed toward:

a. Evaluation of the contractor’s proce-
dures for the implementation of engi-
neering change orders. Do the procedures
provide for measuring the cost of the
change (upward or downward) against
the nature of the technical modification?

b. Review of the contractor’s estimat-
ing procedures to determine their reli-
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ability as a basis for negotiation of
changes to the contract price.

c. Is effective coordination established
with subcontractors affected by engineer-
ing changes? Are costs of making changes
at subcontractor’s plants appropriately
considered?

3-S209 Indirect Costs

Depending on the sensitivity and dol-
lar significance of the indirect cost ele-
ments, audit coverage should encompass,
in addition to the verification aspects,
assurance that the contractor’s policies
and procedures under which the costs
were incurred are reasonable and whether
management controls are effective in
precluding the incurrence of excessive or
unnecessary costs. Special attention
should be given to such sensitive and
controversial items as:

a. Independent research and develop-
ment and bid and proposal costs (see 7-
1500).

b. Bonuses

¢. Pension, and profit-sharing plans
(see 7-600).

d. Overtime costs (see 6-400).
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¢. Executives’ compensation (see 5-
808.3).

f. Recruitment costs (see 6-400).

g. Pre-contract costs (see 6-200).

h. Royalties and other costs for use of
patents (see 7-700).

1. Travel and relocation expenses (see
7-1000).

3-S210 GAO Audits

Information concerning GAO audit
activities is understandably of particular
interest to NASA management. Accord-
ingly, report coverage should include
appropriate data and commentary on
such matters as:

a. Have the NASA contracts been au-
dited by the GAO from their inception to
date? If so, the approximate dates of each
audit should be indicated.

b. The major GAO comments (oral and
written), areas of interest, etc.

¢. GAO reports issued. Include title,
number, date, major findings, chief rec-
ommendations, contractor responses, AF
and Navy responses, NASA responses,
action taken by the company, agency,
contracting officials, auditors, etc.
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CHAPTER 4

4-000 GENERAL AUDIT REQUIREMENTS

4-001 Scope of Chapter

This chapter presents general guidance
and basic auditing concepts and tech-
niques to assist the auditor in accom-

plishing the objective of contract audit-
ing. Amplification of this guidance will
be found in later chapters and appen-
dixes.

4-100 Section 1 — FAQO Coordination with Contract Administration
Personnel

4-101 Introduction

This section presents guidance on gen-
eral coordination with procurement and
contract administration personnel.

4-102 Coordination with Contractor
and Government Contract
Administration Personnel

a. The maintenance of effective com-
munications and interface with the peo-
ple with whom DCAA is involved in day-
to-day operations is an important aspect
of the audit function and is referenced in
various sections of CAM dealing with
operational auditing matters.

b. Periodic visits are made to various
field audit offices by DCAA regional
personnel (RD, DRD, RAM) in conjunc-
tion with reviews of the adequacy and
status of audits performed by such FAQs.
Occasional visits are also made to FAOs
by members of the DCAA Headquarters
staff in connection with their assigned
duties. In view of the importance of
effective communication, regional and
Headquarters personnel should, during
visits to FAQOs, make a reasonable at-
tempt to arrange for meeting with appro-
priate contractor and government con-
tract administration officials. The pri-
mary purpose of such meetings is to
provide contractor and government rep-
resentatives with an opportunity to ex-
press their views on relationships with
DCAA and any significant developments
or problems where DCAA may be in-
volved or be able to provide assistance.
In addition, it is expected that significant
audit matters and problems requiring the

cooperation or assistance of contractor or
government contract administration per-
sonnel would be discussed at these meet-
ings. Discussions should be informal and
conducted with an objective of mutual
benefit.

c. In the case of visits to branch offices,
it is contemplated that contacts would
ordinarily be limited to contractor repre-
sentatives at suboffices visited and gov-
ernment contract administration offices
in the same locality as the branch offices
or suboffices visited.

4-103 Reserved

4-104 Results of Negotiations and
Findings on Appeals

a. FAR provides that the contracting
officer shall forward to the cognizant
DCAA auditor one copy of the Price
Negotiation Memorandum (FAR
15.808), Memorandum of Disposition of
Post-award Audits (FAR 15.804-7(d)),
and Final Determinations on Contractor
Appeals to DCAA Forms 1. These docu-
ments concerning the disposition of audit
findings are needed for determining
whether revisions in audit techniques
and related reporting may be in order, to
enable the auditor to be as responsive as
possible to the needs of the contracting
officer. In addition to serving as a key
element in the auditor’s continuing self
appraisal process, the data are needed for
reporting to top management levels in the
departments and to the Office of the
Secretary of Defense. In order to be
timely and fully responsive to the needs
of DoD management in providing infor-
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mation on audits, negotiations, etc., all
field audit offices will establish formal
follow-up procedures to ensure that cop-
ies of these contracting officer advices are
timely received and promptly reported in
the status reports required by Headquar-
ters.

b. If the memorandum provided for by
FAR 15.808 is not received by the audi-
tor within 90 days following issuance of
the audit report, and negotiations are
known or expected to be completed (for
price proposals, questioned costs should
exceed $50,000 to warrant follow-up), the
field audit office will take follow-up ac-
tion requesting a copy of the document
directly from the cognizant procurement
or administration activity with a copy of
the request to the full-time on-site PLA
or assigned part-time PLA. If necessary,
the field audit office should issue a
second follow-up request, identified as
such, within 90 days of the first follow-up
request for the PNM. Upon receipt of the
second follow-up request, the full-time or
assigned part-time PLA will become re-
sponsible for all further follow-up until
the contracting officer distributes the
PNM. Where the PLA encounters a con-
tinuing problem with timely distribution
of PNMs, and corrective action is not
effected, the PLA should elevate the
matter for resolution by the region with
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its counterparts in the acquisition or
administration activity.

¢. Those activities with full time PLAs
are listed in 15-3S1. To determine if a
part-time PLA has been assigned, contact
the regional office responsible for the
geographical area where the activity is
located.

d. Auditors at subcontractor locations
also require similar information relating
to prime contractor or higher tier subcon-
tractor negotiations with subcontractors.
This information is needed for postaward
auditing, assessing performance, and re-
porting purposes. The auditor at the
prime contractor or higher tier subcon-
tractor location should ensure that maxi-
mum support is given to subcontract
auditor requests. In the event a contrac-
tor refuses to release the information for
use outside its organization, it will be
necessary for the auditor at the prime
contractor or higher tier subcontractor
sites to review the subcontract file and
report pertinent information to the sub-
contract auditor.

e. Follow-up is required for copies of |
Final Determination on Contractor Re-
sponses to DCAA Forms 1. 6-908d states
that the auditor must have received a
copy before a resubmission voucher can
be processed.
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4-200 Section 2 — Coordination with Contractor Internal and External
Auditors

4-201 Introduction

This section discusses many factors for
maintaining effective relationships with
contractor internal and external auditors.

4-202 Relationships with Contractor
Internal and External Auditors

4-202.1 Coordinated Audit Planning

a. The auditor’s evaluation of a con-
traccor’s internal controls, pursuant to 5-
100, may disclose, particularly at a major
defense contractor location, that a con-
tractor maintains a highly professional
internal audit staff. In addition, most
larger contractors also engage an external
public accounting firm to conduct an
audit of their financial statements. While
these internal and external auditors’ final
audit objectives are not the same as
DCAA’s, the means of achieving these
differing objectives often overlap. This
frequently results in duplicative audit
procedures. Whenever there are multiple
audit organizations involved, consider-
ation should be given to coordinated
audit planning. Such a program must, of
course, be predicated upon the contrac-
tor’s agreement to make available to
DCAA relevant internal and/or external
audit working papers and reports (see 4-
1000). Since the external auditor’s work-
ing papers do not belong to the contrac-
tor, there must be agreement between the
contractor and the external auditor to
provide access to DCAA. This may be
accomplished in the engagement letter.
Also, before communicating directly with
an external auditor regarding contractor
information, a letter should be obtained
from the contractor indicating that there
are no objections to such communica-
tion.

b. Coordinated audit planning is a
voluntary process wherein DCAA and
the contractor’s internal and external
auditors consider each other’s work in
determining the nature, timing, and ex-
tent of auditing procedures. Coordinated
audit planning considers the extent to
which reliance can be placed upon work

performed by the other auditor to mini-
mize duplication of audit effort. In addi-
tion, this process strengthens the evalu-
ation of internal control systems.

c. The primary benefit of coordinated
audit planning is that it promotes con-
tractor self-governance, enabling organi-
zations to better develop and maintain
strong systems of internal controls. Coor-
dinated audit planning also helps identify
and eliminate duplicative audit effort,
thus saving resources for all parties. It is
an efficient and effective means for con-
ducting oversight and it provides con-
tractors with better visibility into and
understanding of government oversight
criteria. This promotes communication,
cooperation, and respect among the vari-
ous auditors.

d. The coordinated effort may be ac-
complished either through the adoption
of complementary audit programs for
separate performance by the respective
audit staffs or through joint audits. The
sharing of overall annual audit plans or
participation in such programs as the
Contractor Risk Assessment Guide does
not constitute a joint audit. A joint audit
is one in which the government and the
contractor have mutually assessed risk.
developed an audit program, and con-
ducted field work in the audit of a
particular area. When audit steps are
performed jointly, each audit organiza-
tion will maintain supervisory responsi-
bility over its respective audit staff.

e. In some instances, for reasons such
as limitations imposed on the scope of
the contractor’s internal audit activities,
it may not be feasible or desirable to
adopt a joint audit approach. However,
even in such instances, the work of the
contractor’s internal and external audi-
tors should be considered in assessing
risk and in establishing audit scope. Ar-
eas particularly appropriate for consider-
ation include tests of the overall accuracy
of computations, accounting records.
compliance with established internal con-
trols and procedures, material and inven-
tory pricing, payroll preparation, labor
distribution, and accounts payable. To
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reduce the extent of audit work which
would otherwise be performed by the
DCAA auditor, reliance should be placed
on the contractor’s internal and external
audit activities commensurate with the
nature, scope, and effectiveness of work
performed. See 4-1000 for documenta-
tion requirements when relying upon the
work of others.

f. When a report is received from the
contractor’s internal or external auditor
that indicates significant audit deficien-
cies or major problems with billings to
the government, the auditor should con-
duct a timely factfinding of all issues and
communicate the findings to the proper
government personnel. All verbal com-
munications should be confirmed in writ-
ing on a timely basis (see 1-403.3).

4-202.2 Access to DCAA Working
Papers

a. Under a coordinated audit planning
program the contractor’s internal or ex-
ternal auditors are authorized access to
most relevant DCAA working papers.
However, contractors’ internal and exter-
nal auditors are not authorized access to
the following;

(1) DCAA Form 2000.0 and associated
working papers.

(2) Audit reports and associated work-
ing papers when reports have a contin-
gent release statement (see 10-206.2).
These may be released with permission of
the contracting officer.

(3) Government technical reports and
post-negotiation memorandums. These
may be released with permission of the
originator.

(4) Reports or information on subcon-
tractors. This information may be re-
leased if authorized by the subcontractor.

(5) Administrative forms or appraisal
evaluations.

(6) Classified working papers.

(7) Working papers discussing unsatis-
factory conditions on the part of govern-
ment personnel (see 4-803.2b)

b. DCAA working papers are consid-
ered government property and, as such,
DCAA must maintain physical custody.
To the extent practical, the other auditors
should satisfy the evidence requirement
by reference to, or notes and extractions
from, DCAA working papers. Copies
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should generally be made only when
referencing notes or extraction would not
be practical. If copies are required, the
other auditor should provide a list to the
DCAA auditor who in turn will arrange
for reproduction. A list of the documents
provided will be retained in the DCAA
working papers.

4-203 DCAA Response to Accounts
Receivable Confirmation Requests
from CPA Firms

a. Auditors occasionally receive re-
quests from CPA firms to confirm the
amounts represented by their clients as
receivables due from the government.
These requests normally apply to con-
tracts where provisional approval for
interim payment of costs incurred to date
is DCAA’s responsibility. Confirmation
of receivables is a generally accepted
auditing procedure whereby the CPA
seeks to verify the existence and accuracy
of the dollar amounts reported as ac-
counts receivable on the contractor’s fi-
nancial statement. Under government
contracting, it may be expected that the
CPA will request positive rather than
negative confirmation; in either case, it is
DCAA policy to acknowledge each re-
quest.

b. Contractors usually establish a re-
ceivable under cost-reimbursement type
contracts, in the amount of a public
voucher, at the time it is submitted to the
auditor. However, we cannot reasonably
determine the exact timing of contractor
payment by the disbursing office or the
total amounts unpaid at any prior point
in time. Furthermore, public vouchers
represent claims for interim payments
which are provisional in nature and sub-
ject to retroactive adjustments at any
time prior to approval and payment by
the government of the contractor’s com-
pletion voucher. Therefore, the auditor is
not in a position to issue an unqualified
confirmation of accounts receivable
amounts, and could not issue a qualified
confirmation of outstanding billings
without the disbursing office coordina-
tion.

¢. A confirmation request may also
include contract billings which are not
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subject to audit approval, such as for
progress payments, economic price ad-
Justments, or deliveries under fixed-price
type contracts. It is not appropriate for
DCAA to expend any effort attempting to
confirm such billings.

d. Because of the above considerations,
auditors will not attempt to confirm
amounts claimed by contractors as due
from the government. Tactfully and
promptly acknowledge a CPA’s confir-
mation request by letter, with a brief
statement as to why we are not in a
position to confirm a contractor’s ac-
counts receivable. Also provide, if avail-
able, the name and address of the govern-
ment disbursing office where additional
information may be pursued if the firm
so desires. For example, the acknowledg-
ment might read:

405
14-203c.

We acknowledge receipt of your confir-
mation request dated 15 August 1984,
concerning amounts represented by the
XYZ Company as due from the Depart-
ment of the Army as of 31 July 1984,

Until completion of a cost-reimburse-
ment type contract and later final settle-
ment of the costs, we are not in a position
to confirm that amounts claimed by a
contractor are payable under the con-
tract. Also, under any type of government
contract, we cannot determine the un-
paid billed amount at any prior point in
time because we do not maintain records
of payments made.

If you wish to pursue confirmation of
the outstanding billed amounts, we sug-
gest that you address your inquiry to the
Army Finance Office, (address).
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4-300 Section 3 — Conferences With Contractors on Audit Plans, Interim
Notifications, and Results

4-301 Introduction

a. This section provides guidance on
audit conferences with the contractor. It
states the basic requirements for and the
extent and nature of discussions during
entrance, interim, and exit conferences in
general and under each type of audit
assignment.

b. Regarding contractor conferences in
the mobile audit environment, see sup-
plementary guidance as follows: (1) su-
pervisory auditor participation (G-404g),
(2) branch manager participation (G-
405¢), and (3) special advice and assis-
tance to small contractors (G-502).

¢. Special guidance on preliminary con-
ferences after a contract termination (be-
fore the contractor submits a settlement
proposal) is in 12-205.

d. Conduct all discussions with con-
tractors with objectivity and tact in a
forthright, professional manner.

4-302 Entrance Conferences

4-302.1 General Procedures for Entrance
Conferences

a. Except as provided in 4-302.4, hold
an entrance conference with the contrac-
tor’s designated representative(s) at the
start of each separate audit assignment
(or each group of assignments to be
covered in a single field visit). Document
the date, participants’ names and titles,
and primary discussion points, including
specific identification of requested data
to control what was requested and pro-
vided during the audit. The significance
or sensitivity of the assignment will dic-
tate the level and number of audit per-
sonnel who should attend the conference.

b. As a minimum, explain the purpose
of the audit, the overall plan for its
performance including the estimated du-
ration, and generally the types of books,
records, and operational data with which
the auditor will be concerned. If applica-
ble, the following matters should be han-
dled during or shortly after the entrance
conference:

(1) Make arrangements for any neces-
sary work space and administrative sup-
port. Primarily, this applies to mobile
assignments; however, auditors in a resi-
dent office or suboffice may also need
temporary space in a particular operating
location to expedite a function-
al/operational review.

(2) Ask the contractor to designate
primary and alternate officials with
whom audit matters are to be discussed
during the course of the assignment.
However, make it clear that such an
arrangement does not preclude access to
other knowledgeable contractor person-
nel as needed during the audit. Also make
it clear that these arrangements should
not cause delays or extra audit work
{hence the advisability of having named
alternate officials to expedite the audit
should the primary official be unavail-
able). Complex, detailed, and time con-
suming procedures, such as requiring all
data requests be written and/or funneled
through a single individual only, are an
obstruction to efficient audit operations.
Contractor representatives’ actions which
unreasonably restrain, restrict, or delay
the audit should be processed using the
denial of access to records procedures set
forth in 1-504.3.

(3) Discuss, or obtain a briefing on, the
contractor’s proposal(s) or other cost rep-
resentation(s) to clarify any preliminary
questions, understand the basis of each
submitted cost element, and learn the
nature and location of supporting data.

(4) Visit all office and/or plant operat-
ing areas used in performing current and
proposed contract(s).

(5) Arrange to review the planning
documents, working papers. and audit
reports of the contractor’s internal and
external auditors for any reviews per-
formed or planned that may curtail the
planned scope of work. See 4-202 for
guidance on coordinated efforts with the
contractor’s auditors.

(6) Arrange for any needed EDP audit
assistance (see 4-503)

(7) When the assignment involves a
subcontractor’s cost representation(s), re-
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solve any restrictions on release of audit
findings and report information to high-
er-tier contractor(s) per 9-106.4.

(8) Do not enter into written agree-
ments with contractors, or affix concur-
rence signatures to contractor letters,
which contain procedural arrangements
that inhibit and/or delay the audit perfor-
mance or restrict the reproduction of
necessary supporting evidential matter.

4-302.2 Special Considerations for
Entrance Conferences on Major
Functional/Operational Reviews

a. Hold a planning meeting with the
contract administration office technical
specialist(s) in advance of the joint en-
trance conference with the contractor,
whenever technical assistance is being
provided or a joint review is being con-
ducted under the DFARS Subpart 242.70
cost monitoring program. The technical
specialist(s) should help develop the en-
trance conference agenda, such as identi-
fying necessary data to be requested from
the contractor. Also invite the special-
ist(s) to participate actively in the confer-
ence itself.

b. Notify the contractor’s management
several weeks before starting an opera-
tions audit or other major functional
review. This notice may be oral or in
writing depending on resident working
arrangements (4-302.4).

c. As applicable, mention the following
matters during the initial contact before
the entrance conference, and follow up
during the entrance conference on each
major functional/operational review in
addition to those matters common to all
assignments (4-302.1).

(1) Request the cooperation of the
contractor’s top management and func-
tional area management to expedite the
review,

(2) Give the contractor’s management
personnel an opportunity to explain how
they have discharged their responsibili-
ties to establish and maintain adequate
internal accounting and administrative
controls in the review area.

(3) Request the contractor to identify
all reports and analyses used by any
management level to evaluate and con-
trol the effectiveness, economy, and effi-
ciency of the review area.
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(4) Request the contractor to provide
an informational briefing on the organi-
zation and operations involved in the
area to reduce the review time. Such
briefings may cover: (1) organization-
al/functional assignments aftecting the
area, (2) system descriptions and/or
flowcharts of transaction flows and sys-
tem controls, and (3) any identified prob-
lems and planned corrective actions or
other planned changes in the area.

(5) Invite the contractor to participate
actively in the review.

(6) Explain in advance the DCAA
procedures for submitting draft state-
ments of conditions and recommenda-
tions, and establish time frames for the
contractor’s written responses (see 4-
304.5b).

4-302.3 Confirming Letter on Certain
Major Assignments

Issue a letter to the contractor on major
functional/operational reviews, confirm-
ing the arrangements made and signifi-
cant matters discussed at the entrance
conference. Keep the letter’s tone courte-
ous and express appreciation for the
arrangements made. At the FAQ’s discre-
tion, use a similar letter for other major
audit assignments to help maintain good
working relations with the contractor.
However, make it clear that the arrange-
ments should not in any way restnict
access to records or personnel necessary
to the audit performance. Predetermina-
tions of all records, facilities, contractor
personnel, etc. that may be needed before
starting an audit are not possible.

4-302.4 Resident Working Arrangements
for Entrance Conferences

a. Where auditors are assigned full
time at the contractor site, it 1s usually
desirable to establish local working ar-
rangements for entrance conferences with
the contractor. For example, some con-
tractors may require that the auditor
contact certain key personnel before
starting specific types of audits (but see 4-
302.1b.(2)). The contractor may desig-
nate a permanent government liaison
representative for audits of a general
nature, or the contractor’s controller as
the contact point for any financial system
or compliance type review and the chief
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of estimating as the principal contact for
price proposal reviews. A contractor
might also desire a formal entrance con-
ference only on major or nonrecurring
reviews while price proposal reviews or
other recurring audits are handled in a
prearranged manner.

b. Working arrangements should be
established only upon full mutual concur-
rence of the contractor and the FAO
manager. They should not be permitted
to restrict access to records or otherwise
limit the audit scope. They should expe-
dite the audit and not become so cumber-
some as to cause delays or extra work.

¢. Do not sign agreements for local
working arrangements. If documentation
is necessary, a confirming letter may be
issued by the contractor, subject to can-
cellation or revision at any time upon the
auditor’s request. Make it clear that the
auditor will bypass the arrangements any-
time that they impede the audit. Addi-
tionally, do not enter into written agree-
ments or affix concurrence signatures to
contractor letters containing any access
to records provisions. Understandings
with contractors on reasonable condi-
tions and procedures for the conduct of
an audit shall not prejudice DCAA’s
access rights to perform audits and shall
not be formalized in written agreements
signed by DCAA representatives.

d. As a minimum, the resident auditor
or resident AIC will hold periodic confer-
ences, usually more than one a year, with
the contractor’s designated representa-
tive at the controller or higher level
position. At such conferences, discuss
any audit matters that need special man-
agement attention and advise the con-
tractor of any changes in audit plans by
major audit segment. Document such
discussions.

4-303 Interim Conferences

4-303.1 General Procedures for Interim
Conferences

a. Throughout each audit assignment,
discuss matters with the contractor as
necessary to obtain a full understanding
of the ?::p basis for each item in the
contractor’s pricing data or other cost
representation, or each aspect of the
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functional/operational area under review.
Disclose to the contractor any factual
duplications, omissions, or other mis-
takes noted in the contractor’s submis-
sion, records, or supporting data. As the
review progresses, conduct further dis-
cussions as needed tu gain assurance that
audit conclusions will be based on a
complete understanding of all pertinent
facts. Document all discussions in the
working papers, including date, partici-
pants’ names and titles, and primary
discussion points.

b. In the interest of equitable dealings
with the contractor and in the proper
discharge of official duties, apprise the
contractor of any signiﬁcant understate-
ments noted in price proposals, reim-
bursement vouchers, or other cost repre-
sentations when such understatements
are clearly the result of obvious and
unintentional oversight, bookkeeping or
arithmetic errors, etc. Such cases may
include mathematical errors in using im-
provement curve and other computation-
al analysis techniques.

c. If apparent understatements of esti-
mated costs in price proposals or related
submissions do not meet the criteria
stated above, do not discuss the auditor’s
conclusions with the contractor unless
the negotiating contracting officer so re-
quests. (See 4-304.2.)

d. Handle errors on reimbursement
vouchers as set forth in 6-1007e.

¢. Communicate major audit problems
encountered during review to contractor
officials authorized to make a decision.
The notification should be made at the
earliest possible time. Do not wait until
the final exit conference or the issuance
of the audit report. Document any oral
discussions with appropriate memoran-
dums or notations in the working papers.
Major audit problems include:

(1) Denial of access to records, includ-
ing but not limited to:

ga) Unavailability of contractor person-
nel,

(b) Failure of contractor personnel to
complete audit schedules on a timely
basis,

(c) Unreasonable delays by manage-
ment in permitting the commencement
of the audit or in providing needed
information.
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Follow procedures in 1-504.3 when
denial of access is encountered.

(2) Items that impact the reliability of
the contractor’s books and records, in-
cluding major internal control weak-
nesses,

(3) Significant differences concerning
the application of generally accepted ac-
counting principles,

(4) Conclusions regarding the reason-
ableness of estimates used in developing
forward pricing/bidding rates,

(5) Any other items that may affect
audit performance.

4-303.2 Incurred Cost Submissions

Promptly discuss significant system
deficiencies found during performance of
incurred cost audits with the contractor.
Equally important is the timely notifica-
tion to the ACO of these deficiencies.
Significant deficiencies are those with
significant dollar impact on existing or
future contracts or which require that the
contractor take corrective action(s). Nor-
mally discuss the deficiencies during each
functional area’s (material, labor, indi-
rect expenses, etc.) review.

4-303.3 Functional/Operational Reviews

a. During the review, keep the contrac-
tor's designated representative informed
of any problems encountered and interim
results of completed phases.

b. If contract administration personnel
are assisting or participating in the re-
view, fully coordinate interim findings
and recommendations with them before
discussing deficiencies with the contrac-
tor. DFARS Subpart 242.70 joint reviews
especially require close coordination to
assure team members’ consensus and
complete understanding of the findings
by the contract administration office.
Also coordinate with contract adminis-
tration technical personnel when the
findings involve their area of expertise,
but their assistance could not be provid-
ed during the review. Discussions with
the technical personnel in such cases can
help clarify and/or support the findings
when presented to the contractor.
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4-304 Exit Conferences

4-304.1 General Procedures for Exit
Conferences

a. Upon completion of the field work
on each separate assignment or field visit,
hold an exit conference with the contrac-
tor’s designated representative and sum-
marize the audit results as provided in
succeeding paragraphs. Even when there
are no questioned or unsupported costs,
noncompliances, system deficiencies, or
cost avoidance to be reported, the exit
conference is a minimum courtesy to the
contractor and is an important part of
sound contractor relations.

b. Confirm or follow up on requests for
the contractor’s reaction to any audit
exceptions on incurred costs (4-304.4),
functional/operational reviews (4-304.5),
and CAS adequacy and compliance re-
views (4-304.6) for inclusion in the audit
report.

c. If applicable (especially on mobile
audits), inform the contractor that the
audit findings, conclusions, and recom-
mendations are subject to normal DCAA
review by the auditor’s office before the
audit report is issued, and that the con-
tractor will be advised if any significant
changes are made.

d. Document the exit conference in the
working papers, including date, partici-
pants’ names and titles, and specifically
discussed items and associated contrac-
tor’s reaction, if any. This provides the
information to be included in the audit
report, such as required by 10-504.4d.

4-304.2 Price Proposals

a. This category includes contractor
proposals to establish (1) initial prices
under all types of negotiated contracts;
(2) successive target prices and interim
prospective prices under FPR- and FPI-
type contracts; (3) price changes for con-
tract change orders; (4) other contract
price adjustments including those for
alleged delay and disruption and requests
for extraordinary contractual relief, (5)
forward pricing rate agreements; and (6)
special or flexible progress payment rates.
Treat the incurred cost portion of a final
FPR/FPI price redetermination proposal
as an incurred cost submission (4-304.4)
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and the projected portion under this
paragraph.

b. Do not disclose to the contractor the
audit conclusions and recommendations
on projected costs or rates that are sub-
ject to contracting officer negotiation,
except as specifically requested by the
negotiating contracting ufficer. (Discus-
sion of actual cost submissions, even if
subject to negotiation, is covered in 4-
304.4) As an example, a labor cost
estimate proposed by the contractor may
reflect a learning or improvement trend
different from the contractor’s prior cost
experience, with no apparent justifica-
tion. In this example, you would discuss
with the contractor the factual aspects of
the prior cost experience and inquire why
the experienced trend was not considered
appropriate to project future costs. You
would not, however, discuss your audit
conclusions or disclose the amount of
proposed labor costs to be questioned, if
any, in the audit report.

¢. Discuss with the contractor any
discrepancies noted in the cost or pricing
data, as defined in FAR 15.801, whether
they increase or decrease the contract
price. As part of these discussions, and in
accord with DFARS 215.805-5(e)(8), in-
form the contractor of any cost or pricing
data found to be inaccurate, incomplete,
or noncurrent. Confine the discussions to
factual aspects of the data, and do not
attempt to influence the contractor to
change the proposal. Any changes in the
proposal should be based on the contrac-
tor's own initiative by formal written
submission to the contracting officer.

d. Advise the contractor of any costs to
be reported as unsupported (see 10-
308.2).

4-304.3 Postaward Reviews of Cost or
Pricing Data for Possible Defective
Pricing

a. Discuss any factual indication that
cost or pricing data may have been
dcfective to afford the contractor an
opportunity (normally 30 days) to review
the matter and provide any additional
information for the auditor’s consider-
ation. A draft copy of the report exhib-
it(s) and accompanying footnotes nor-
mally should be provided to the contrac-
tor. Final determination as to the exis-
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tence and extent of defective pricing
remains the responsibility of the con-
tracting officer.

b. The contracting officer should also
be provided the draft report exhibit(s)
and accompanying footnotes normally on
apparent defective pricing issues and
given the opportunity to provide com-
ments. See 14-122 regarding discussions
of the audit findings with the contracting
officer. The auditor should discuss the
findings throughout the course of the
audit rather than only at the end.

¢. The contractor may contend that
there were understated estim:.-es offset-
ting any potential price reduction that
would result from a contracting officer’s
defective pricing determination. For con-
tracts entered into on or before 15 Febru-
ary 1987. request specific supporting data
for audit review and inclusion in the
audit report. For contracts entered into
after 15 February 1987, request the con-
tractor provide appropriate certification
and specific data supporting the offsets
for audit review and inclusion in the
audit report (see 14-118 and 10-605.3c).

d. Although the auditor should not
expend resources examining uncertified
contractor offsets, the auditor should
objectively disclose all of the facts
known. Therefore, apparent offsets dis-
covered during the postaward audit
should be disclosed to the contractor for
its analysis and offset submission if the
contractor deems appropriate. (Refer to
14-118 for treatment of offsets in the
audit position on recommended price
adjustments).

e. Coordination and discussion of the
findings by all parties before the audit
report is issued can minimize delays in
the resolution process. Postaward audit
reports should not be issued until the
initial findings have been properly coor-
Jinated.

4-304... Incurred Cost Submissions

a. This category includes cost reim-
bursement vouchers and contractor rep-
resentations of incurred costs to establish
(1) final prices on all types of completed
negotiated contracts. (2) final indirect
cost rates, and (3) contract termination
settlements. Contractor requests for prog-
ress payments authorized by the contract
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will be treated under this paragraph even
though projected costs are involved in
the calculations. Proposals to establish
special or flexible progress payment rates
and interim changes in contract prices
are covered in 4-304.2

b. Discuss all audit conclusions with
the contractor’s designated official and
r[y to reach agreement on any questions
of conformity with generally accepted
accounting principles, applicable cost ac-
counting standards, and other cost princi-
ples incorporated in the contract(s). If
there are audit cxceptlons to be reported,
request the contractor’s official reaction
for inclusion in the audit report or in the
notice of costs suspended or disapproved.

c. See 6-902¢ and d for special discus-
sion procedures on costs to be suspended
or disapproved under cost-reimburse-
ment-type contracts.

d. As discussed in 6-902¢, the auditor
should notify the ACO of developing
issues which may result in the issuance of
a DCAA Form | as follows:

(1) Provide the ACO with written
documentation of the audit results which
were discussed with the contractor at the
exit conference, unless the contractor
immediately agreed to all audit excep-
tions and the written report will be issued
within the next 30 days. The written
documentation may be in the form of a
memorandum to the ACO, a copy of a
memorandum for the file setting forth the
results of the exit conference, copies of a
draft report exhibit and/or notes, or cop-
ies of working paper exhibits and/or
supporting working papers. In other
words, provide the ACO with whatever
information or subset thereof that was
provided to the contractor at the exit
conference.

(2) Provide the ACO a copy of the

contractor’s written rebuttal to the audit .

findings immediately upon receipt.

(3) Discuss significant unresolved is-
sues with the ACO at any mutually
agreeable time. Such discussions may
result in the introduction of additional
data or information which could support
or modify audit findings.

(4) The ACO should not ordinarily
participate in the formal exit conference.
However, if the auditor wishes (or the
ACO so requests), the auditor may have
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the ACO attend discussions with the
contractor subsequent to the formal exit
conference, if, in the auditor’s opinion,
this would facilitate the resolution of
contested issues. In arriving at this deci-
sion, consider factors such as the likeli-
hood of i issuing DCAA Forms 1, ongoing
relationships with the ACO, and duplica-
tion of effort which may result if joint
discussions are not conducted.

4-304.5 Functional/Operational Reviews

a. This paragraph covers reviews of
contractor’s organizations, functions, and
operations for economy and efﬁcwncy
and financial compliance, including re-
views of internal controls, major system
surveys, and joint reviews under DFARS
Subpart 242.70.

b. After full discussion of each matter
requiring contractor action, provide the
contractor a draft statement of the condi-
tion(s) and recommendations. Carefully
design the discussions and drafts to elicit
contractor concurrence with recommend-
ed system improvements and/or cost
avoidance. Request an official written
response for inclusion in the audit report,
and establish a time frame for the con-
tractor’s response. Allow ample time for
the contractor to consider the audit pre-
sentations, and be receptive to alterna-
tives the contractor may suggest that will
satisfy the audit objectives.

c. If the contractor does not agree with
the audit recommendations and provides
a response, the auditor should provide in
the report comments specifically on the
contractor’s response. If specialist or
technical assistance is required in evalu-
ating those alternatives, the auditor
should obtain the assistance. Do not
merely restate or amplify a position al-
ready stated.

d. If the review results in cost avoid-
ance recommendations, make the con-
tractor aware that, effective immediately.
any impact of such recommendations
will be reflected as questioned costs in
reports on price proposal reviews when
applicable (in accordance with the crite-
ria in 9-308).

e. See further guidance on discussion of
audit findings as part of a team review in
5-1302 (contractor’s purchasing system
review team), 5-1303 (contractor’s insur-
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ance/pension review team), and' 5-1200
(surveys of contractor estimating sys-
tems).

4-304.6 Cost Accounting Standards
Reviews

a. This paragraph covers cost account-
ing standards (CAS) adequacy and com-
phance reviews and CAS price adjust-
ment impact proposals.

b. Discuss the results of adequacy
reviews with the contractor. If one or
more disclosures are considered inade-
quate, solicit the contractor’s oral or
written reaction for inclusion in the audit
report. Do not delay issuing the report,
however, if the comments are not provid-
ed in sufficient time to permit their
anlusion by the established report due

ate.

¢. Thoroughly discuss apparent CAS
noncompliances with the contractor to
establish that the audit findings are based
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on a proper understanding of the issues
and that all pertinent facts have been
considered. Do not state that the auditor
is making a determination of noncompli-
ance, since the contracting officer makes
this determination. Because of the signifi-
cance and complexity of CAS compliance
issues, advise the contractor in writing of
any instances of apparent noncompliance
that will be reported to the ACO. The
letter should solicit the contractor’s spe-
cific comments on the compliance issues
and advise that the comments will be
included in the audit report if received by
a specified date.

d. Before and/or after discussion with
the contractor on either an adequacy or
compliance review, coordinate the find-
ings with the regional office and the
CAC/CHOA/GAC as appropriate (see 8-
302.5 & 6). Apprise the ACO of noncom-
pliance matters as soon as practicable
(see 8-302.4).
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4-400 Section 4 — Audit Working Papers

4-401 Introduction

This section contains general guidance
for the preparation, format, contents, and
filing of audit work papers, whether pre-
pared manually or through the use of
computers,

4-402 General

a. Audit working papers contain infor-
mation from accounting and statistical
records, personal observations, the re-
sults of interviews and inquiries, and
other available sources. Audit working
papers may also include contract briefs,
copies of correspondence, excerpts from
corporate minutes, organization charts,
copies of written policies and procedures,
and other substantiating documentation.
The extent and arrangement of working
papers files will depend to a large mea-
sure on the nature of the audit assign-
ment. For example, an audit of a small
terminated contract may result in few
working papers; an audit at a major
contractor where a resident audit office is
maintained may generate a voluminous
working papers file.

b. The preparation of working papers
assists the auditor in accomplishing the
objectives of an audit assignment. Work-
ing papers serve as the basis for the
conclusions in the audit report; provide a
record of the work done for use as
substantiating data in negotiations, ap-
peals, and litigations; provide guidance
for subsequent examinations; and serve
as a basis for the review and evaluation of
the work performed.

c. Audit working papers should be
prepared at the time audit work is per-
formed and maintained on a current
basis. Working papers should reflect the
progress of the audit, ensure continuity of
audit effort, and permit reassignment of
auditors without significant loss of time.

d. Working papers should be relevant
to the audit assignment. Files should not
include extraneous pages. Superseded
working papers should be clearly marked
as such and retained.

e. The nature of working papers re-
quires that proper control and adequate
safeguards be maintained at all times.
Working papers frequently reflect infor-
mation considered confidential by the
contractor, marked “For Official Use
Only,” or classified for government secu-

rity purposes.

4-403 Format and Contents of
Working Papers

4-403.1 Format of Working Papers

a. Standardization in type of paper and
folders, binding, filing, design, content,
and arrangement of work papers is desir-
able because it facilitates audit, review,
and report preparation. A master index
of the major series of schedules or analy-
ses should be placed in a prominent
position in the working papers file.

b. Conditions and circumstances vary
with each examination and it is not
practicable to provide uniform instruc-
tions as to the material to include in the
work papers. This requires the exercise of
professional judgment. A constant aware-
ness of the purpose and use to be made of
working papers is helpful in determining
their content.

4-403.2 Contents of Working Papers

Except as noted below, each working
paper should contain the following infor-
mation:

a. Heading. Head each working paper
with the name of the contractor, the
assignment number and a title or descrip-
tion. In most cases, a good title or
description should convey the purpose of
the working papers (see 4-403.2.c). When
more than one sheet is necessary for any
single analysis or schedule, only an as-
signment number is needed to head pages
after the first one. Use appropriate abbre-
viations when titles and descriptions are
long. Position the descriptive headings
on the work papers uniformly.

b. Auditor’s Name and Date. The audi-
tor who prepares or completes a working
paper, should place his or her initials and
the month, day, and year the work was
performed or completed on each sheet. If
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the auditor verifies a multiple-page, con-

tractor-prepared document (e.g., bill of

material), the auditor should place his or
her initials and the date on only the first
page of such document. Initials should be
identified to the specific auditor in a
prominent place in the audit file. It is not
necessary for supervisors to indicate their
review and approval on each working
paper. Supervisory guidance, review, and
approval must be evident in the working
papers, however. As a minimum, to indi-
cate final review and approval of the
work, supervisors should initial and date
the lead schedules, the top page of the
Summary of Results of Audit section,
and the top page of the draft audit report.
Initialing these documents is evidence
that the working papers have been re-
viewed to the extent necessary for the
supervisor to ensure the audit objectives
have been accomplished and there is
adequate evidential matter to support the
audit findings. In addition, the supervi-
sor must also initial the DCAA Form
7640-20 as an endorsement that the re-
quirements have been met.

¢. Purpose. State the purpose on each
working paper or the first page of a group
of related working papers. The purpose
should usually be evident from the con-
tents of the heading of the page (see 4-
403.2a). Do not write a duplicative expla-
nation of the purpose when it is clearly
evident in the title or heading.

d. Scope of Analysis. Explain the scope
of the audit work performed unless ap-
parent. Include appropriate explanatory
notes when the scope has been limited, or
unusually expanded. Explain each tick
mark or symbol used. When uniform tick
marks are used throughout the audit,
place a legend at the beginning of the file
or at the beginning of each applicable
section.

¢. Source of Information. Identify the
source of data or information shown on
each working paper. Note that general-
ized statements, such as ‘‘contractor’s
accounting records,” ‘“‘permanent file,”
or “John Jones” are not sufficient identi-
fication. Sources of information should
be explicit (e.g., “‘contractor’s general
ledger for CFY 1990 or “oral explana-
tion provided by John Jones, Chief Ac-
countant’).
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f. Cross-Reference. Cross-reference in-
formation or amounts having a direct
relationship to other working papers as
they are prepared by placing the appro-
priate reference on each related item. As
a minimum, cross-reference the follow-

ing:

(1) The specific items in the draft of the
audit report and the related working
papers.

(2) The summary schedules and their
supporting working papers.

{3) Interrelated working papers.

(4) The audit program and the working
papers (see 3-103d. and f.).

g. Auditor’s Conclusions and Recom-
mendations. State the conclusions and
recommendations on the working paper
as soon as a determination is made. For a
group of related working papers, a single
conclusion on the first page of the group
is acceptable.

h. Indexing. Index each working paper
as it is prepared.

4-404 Agenda Sheet

In the course of the assignment, mat-
ters may arise which are not settled
immediately either because the informa-
tion is not available or the auditor wishes
to avoid interrupting the work at hand.
Develop a separate agenda sheet or “To
Do” sheet listing matters for further
examination as the audit proceeds. Be-
fore completion of the audit, review and
resolve each item on the agenda sheet.
Items which may be placed on the agenda
sheet include:

a. Differences to be investigated.

b. Items to be discussed with contrac-
tor personnel.

¢. Additional audit steps to be per-
formed after preparation of an analysis or
schedule.

d. Unavailable contractor records to be
examined later.

e. Follow-up on partially completed
transactions.

f. Items requiring discussion with or
approval of the contracting officer or
technical or supervisory personnel.

4-405 Working Papers Files

Working papers are generally classified
into two categories: the permanent file
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and the current file. General guidance as
to the contents of each and their interre-
lationship is presented below.

4-405.1 Permanent File

a. The permanent file on each contrac-
tor is a central repository of information
gathered during the course of an audit
which has continuing value and use to
subsequent audits expected to be per-
formed at the same contractor. Perma-
nent files are useful in preparing the audit
program and in determining the appro-
priate scope of subsequent audits. They
also provide ready means for auditors to
become familiar with the contractor’s
operations and any existing audit prob-
lems or contractor system weaknesses.
While summary information on the con-
tractor’s organization, financial structure
and policies and procedures may some-
times be included in permanent files for
smaller contractors, such information on
large contractors with continuing audit
activity is generally maintained in the
field audit office at a central reference
library.

b. The third mandatory annual audit
requirement (MAAR) is to maintain and
update permanent files for new or
changed contractor organizations, opera-
tions, policies, procedures, internal con-
trols, and accounting methods that influ-
ence the nature, level, and accounting
treatment of costs being charged or to be
charged to government contracts. The
purpose of this mandatory annual audit
requirement is to ensure that any of the
above type information gleaned from
current audit work is summarized or
referenced where it is likely to have a
continuing value to subsequent audit
work. It i1s not necessary to establish
separate audit assignments to gather or-
ganizational or procedural manual
changes and to file such information in
the permanent files when it has no imme-
diate or obvious influence on future audit
assignments. In making this distinction
between what is needed and all other
information, the auditor must be alert
and exercise proper judgment. Addition-
al guidance for nonmajor contractors is
in G-302; additional guidance for major
contractors is in H-302.
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c. Following is a list of items which
would logically be included in the perma-
nent file as having continuing value in
future audit assignments:

(1) Internal control assessment plan-
ning summary sheets.

(2) Internal control questionnaires.

(3) MAARs control log.

(4) Disclosure statement and revisions
m accordance with CAS rules and regula-
tions.

(5) CAS compliance control schedules
and a noncompliance summary schedule
(through FY 1991).

(6) FMIS CAS Compliance Testing
Report By Contractor (After FY 1991).

(7) FMIS Noncompliance Testing Re- I

port By Contractor (After FY 1991).

(8) Defective pricing lead sheets.

(9) Flowcharts, record layouts, and
EDP audit reports on accounting systems
for government contracts.

d. Maintain the permanent file in a
convenient, accessible manner. Include
steps in each current audit to identify
information of the type described above
which should be removed from the cur-
rent file and placed in the permanent file.
Annotate the current audit working pa-
pers file to reference any information
removed for retention in the permanent
file. Auditors using the permanent file in
connection with a current audit are also
expected to identify permanent file infor-
mation which is outdated or no longer
considered useful for future assignments.
Submit recommendations to the supervi-
sory auditor for removal of such data
from the permanent file.

e. Auditors often refer to prior current
files as frequently as the permanent files.
This is especially true with indirect cost
audit files that contain audited contract
cost information. Accordingly, where the
current file contains information that
would likely be useful in the performance
of future audits and it is not practical to
transfer the data to a separate permanent
file, maintain and properly reference the
current file as part of the permanent file.

4-405.2 Current File

a. The current file usually consists of
working papers which have limited use
on future assignments. DCAA Forms
7640-19a, b, and ¢ are the Agencywide
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Working Papers Indexes and provide a
concise summary of items generally
found in audit working papers. .

b. Transfer information contained in
the current file to the permanent file if
there is anticipated need for the informa-
tion on other current or future audits.

¢. In preparing current file working
papers, do not unnecessarily duplicate
information located in the permanent
file. Frequently the most expeditious
method is to reference the permanent file
data to the current file.

d. In certain situations a current file
may become part or all of the permanent
file; see 4-405.1.e and G-302.2.c.

4-406 Copies of Contractor Data

a. When considering the extent of the
contractor’s data that should be copied
and retained in the working papers files,
use the following guidelines:

(1) Keep copies of contractor financial
records and documents to the minimum
necessary to support the information
obtained and the conclusions reached.
Consider the continuing availability of
source documents and contract data re-
tention requirements when deciding
whether to reference or reproduce con-
tractor source documents.

(2) Where a particularly sensitive or
material audit conclusion hinges on key
source documents and referencing would
not provide sufficient evidence of the
content, include copies in the working
papers. This same consideration applies
when the audit results can give rise to a
gevernment claim against the contractor
such as an assertion of defective pricing
or an allegation of CAS noncompliance.
In these situations, the contractor data
should be retained in the working paper
files for consideration by the contracting
officer in his/her decision making pro-
cesses. More routine audit conclusions
may be sufficiently documented by refer-
ence and extraction of pertinent informa-
tion.

(3) Recognize contractor concerns
about reproducing copies of sensitive
financial or other operating information.
Instead of making copies, take notes or
extracts if this will satisfy the government
auditing standards and the needs of the
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contracting officer can be accomplished
with a reasonable expenditure of audit
effort,

b. Reasonable access to all records and
corroborative documentary evidence nec-
essary to achieve the audit objective must
be provided by the contractor. If the
auditor is precluded from performing
procedures considered necessary and ma-
terial in the circumstances, including
reproducing contractor records and docu-
ments, follow the access to records guid-
ance in [-504.

4-407 Computer-Aided Audit
Applications and Working Papers
Preparation

a. A computer-aided audit application
is any audit task that has been automated
using a software program. Any applica-
tion that is developed must be tested
before it is used. The extent and type of
testing should be based on the complexity
of the application and the inherent risk
when relying on the results generated.

b. Audit applications done with a com-
puter must fully satisfy the requirements
of 2-306a and 4-402b. Thus, working
papers prepared with the aid of a com-
puter should be documented in the same
manner as those prepared manually.
They should clearly describe the data and
procedures employed in the computer
application.

c. The amount of documentation will
vary depending on the particular comput-
er application employed; however, the
data and procedures used in the applica-
tion must be sufficiently documented and
properly retained to satisfy the require-
ments of 4-402b and to facilitate the re-
creation of the application. Examples of
matters that may need to be documented
to fully explain the computer-aided audit
work are (1) parts of the computer proce-
dures used that are needed to understand
and validate the main output such as
formulas used in spreadsheet-type appli-
cations or in calculated columns of tabu-
lar schedules, (2) detailed schedules sup-
porting summary schedules, and (3) the
input data if it is not shown in the output.
Depending on the application, the re-
quired documentation may be in the
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form of supplementary printouts from
the computer application program or
explanatory annotations by the auditor.

d. Proper training, planning, and test-
ing are important factors in ensuring that
computers are effectively used and in
minimizing the risk of generating inaccu-
rate results. However, just learning about
proper design methods and good con-
struction techniques in developing an
audit application provides no guarantee
that the results will be error-free. Ade-
quate control features need to be identi-
fied, designed, and incorporated into the
documentation, data entry, processing,
and output portions of an audit applica-
tion. For example, the following control
procedures could be used for spreadsheet
applications, where appropriate:

(1) Print a listing of the formulas and
relationships.

{2) Attach instructions and identifica-
tion data with the spreadsheet applica-
tion.

(3) Create back up files.
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(4) Use the lock formulas command to
protect formulas and overall structure.

(5) Use record counts, data totals, hash
totals, or other control totals.

(6) Calculate key balances using two
alternative methods and then compare
the results to make sure they are equal.

(7) Use range and reasonableness check
numbers to confirm totals.

(8) Run test data and review the output
for accuracy.

e. Store the data supporting a comput-
er-aided audit application on reliable
computer media (e.g., floppy disk, mag-
netic tape, etc.) labeled with the appro-
priate au- dit assignment number. Take
necessary precautions to adequately store
and protect the electronic files.

f. Supervisory review to ensure compli-
ance with the auditing standards applies
to computer-aided audit applications just
as it applies to any other type audit
application. The reviewer must evaluate
each application based upon its objec-
tives and the relative sensitivity of the
audit conclusions.
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4-500 Section 5 — Using EDP in Contract Auditing

4-501 Introduction

a. This section describes ways that
EDP can assist in review and audit of
contract costs being estimated and/or
incurred by contractors, and ways avail-
able to obtain EDP audit assistance. It
}_ncludes policy and procedural guidelines

or:

(1) Encouraging contractor applica-
tions that ease the contract audit process.

(2) Using contractor EDP for contract
audit purposes.

(3) Using the DCAA computer system
and software for technical audit applica-
tions.

b. Sections C-100, C-200, C-300 con-
tain the general background and orienta-
tion material on EDP systems and related
terminology (including EDP audit trail
requirements). More specific guidance on
contract audit objectives related to EDP
includes:

(1) Evaluating EDP internal account-
ing and administrative controls (C-300).

(2) Determining the acceptability of
EDP costs proposed or incurred (7-102,
7-103, 7-200, and C-400).

(3) Auditing the acceptability of other
contract costs processed by EDP systems

(4) Reviewing the economy and effi-
gi(c)aal)cy of contractor EDP operations (C-
(5) Performing economy and efficiency
reviews of other contractor operations
that rely on EDP applications (DCAAP
7641.73).

(6) Reviewing the design and develop-
ment of new contractor EDP systems and
significant system modifications (C-500).

4-502 Policy on Use of EDP

4-502.1 General Criteria for Using EDP

a. Computers are capable of doing
many audit tasks, and DCAA strives to
take full advantage of these capabilities.
The growing cost and scarcity of auditor
time, coupled with increasing economy
and efficiency of EDP, make the choice
of EDP audit assistance increasingly cost-
effective,

b. Using EDP in auditing involves both
(1) supplementary processing of data that
has been processed by the EDP system
and (2) EDP processing of data intro-
duced from non-EDP sources. It also
includes obtaining EDP application
changes that will ease audit work related
to the application (beyond the minimum
requirements for internal control).

c. EDP resources usually available to
DCAA auditors include any computer
system and software from (1) the contrac-
tor which has submitted the data, (2)
DCAA regional and field audit office,
and (3) the Technical Services Center
(TSC) (i.e., purchased software or Agen-
cy/TSC developed software). If the data
is written, copied, unload, or dumped to
tape (a sequential or flat file format), it
can be accessed by DATATRAK Il or
any one of a number of other data
manipulation software tools. Due to the
transportability of data, processing can
take place at the contractor site or at any
other processing site available to DCAA.
Assistance in requesting and obtaining
contractor data is available from regional
and TSC computer specialists. In some
cases, DCAA will also have the option to
lease or purchase computer resources and
services (commercially or from other
government agencies) to meet field audit
needs.

d. Documents used to enter informa-
tion into the computer for processing.
certain computer files, or other evidential
matter required by the auditor may exist
only for a short period or only in comput-
er-readable form. In some computer sys-
tems, input documents may not exist at
all because information is directly en-
tered into the system. A contractor’s data
retention policies may require the auditor
to request retention of some information
for his/her review or to perform audit
procedures when the information is
available. In addition, certain informa-
tion generated by the computer for man-
agement’s internal purposes may be use-
ful in performing analytical tests (e.g..
system management facilities and statis-
tical analysis system data).
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e. Consider using computer-assisted
audit techniques to increase the efficien-
cy of performing audit procedures. Using
computer-assisted audit techniques may
also provide an opportunity to apply
certain procedures to an entire popula-
tion of accounts or transactions rather
than sampling. In addition, in some ac-
counting systems, it may be difficult or
impossible for the auditor to analyze
certain data or test specific control proce-
dures without computer assistance.

4-502.2 EDP for Mobile and Resident
Audits

The most extensive audit usage of
EDP, especially the use of contractor
EDP, will be at major contractor loca-
tions. Mobile auditors, however, should
also consider carefully the possible bene-
fits of EDP assistance, especially at loca-
tions where there are recurring audits or
time-consuming special audit require-
ments. Furthermore, other resources
(such as TSC developed software) are
increasingly available for cost-effective
use in contract audit assignments per-
formed on a mobile basis (see 4-508).

4-502.3 Use of Contractor EDP

a. With some EDP applications, access
to contractor EDP systems and data may
be clearly essential for proper audit of
costs incurred or proposed. (Audit in-
cludes evaluation of internal accounting
and administrative controls.) In all other
cases, requests for special EDP audit
assistance by the contractor should be
confined to those which are cost-effective
for meeting contract audit requirements.

b. Consider using reports or other
records which are otherwise available
before requesting special EDP reports.
This requires knowledge of the usefulness
of available contractor EDP output.
When possible, meet audit needs through
adjustments to normally scheduled con-
tractor computer runs rather than by
special runs solely for contract audit
purposes. Be receptive to suggestions of
the contractor’s systems analysts and
programmers, so long as audit objectives
are achieved.

¢. In many applications the value of the
audit benefit received will far exceed the
net cost to the contractor. Often minor
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added EDP costs are more than justified
by benefits accruing to the contractor,
such as accelerated cash flow resulting
from timely processing of progress pay-
ment requests or public vouchers, greater
assurance of the accuracy of records, and
reduced administrative support to con-
tract audit requirements. Sample selec-
tions, cost reconciliations, and special
analyses requested by the auditor often
save the contractor other significant au-
dit support efforts; and the audit data can
often be used by the contractor’s operat-
ing personnel to improve performance of
their assigned tasks.

4-502.4 EDP Cooperation with Internal
and Independent Auditors

Obtaining cooperation from the con-
tractor’s internal audit staff and/or inde-
pendent auditors can facilitate the use of
EDP in auditing contract costs. These
groups normally perform reviews of the
company’s EDP systems and the data
processed thereby. They may often be
aware of computer listings and/or general
purpose computer programs within the
system which will provide the specific
information needed by the auditor. Ob-
tain and use this assistance following the
guidelines in 4-202 and 4-1000.

4-503 Organizational Support of
EDP Audit Applications

DCAA maintains a complete network
of FAO, regional, and Headquarters re-
sources to help the field auditor deter-
mine the feasibility of EDP audit applica-
tions and implement those that are ap-
propriate. (These resources are, for the
most part, the same as are available to
assist the field auditor plan and/or per-
form the types of reviews noted in 4-
501b.)

4-503.1 FAO EDP Auditors

Where needed, auditors are appointed
by FAO managers to serve as focal points
for EDP activities within the FAQ. These
auditors are given specialized EDP train-
ing and provide local EDP audit assis-
tance during surveys, evaluations, and
audits of contractor EDP systems.
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4-503.2 Regional EDP Auditors and
Computer Specialists

One or more auditors in the regional
special programs offices are responsible
for coordinating the overall implementa-
tion of EDP policy and programs within
the regions. These auditors monitor FAO
EDP audit programs and provide techni-
cal guidance and assistance in EDP relat-
ed audit activity. Computer specialists
assigned to regional offices provide the
same type of EDP guidance and support
to the regions as the EDP Branch of the
Technical Services Center provides (see
4-503.5).

4-503.3 EDP Training

DCAA’s general auditor training and
career development plan includes courses
designed to provide a basic understand-
ing of EDP and the audit concerns associ-
ated with the EDP environment. The
courses are offered through the Defense
Contract Audit Institute (DCAI). The
more specialized EDP courses, offered
through both government and nongov-
ernment sources, are available on an as-
required basis and are usually provided
to FAO and regional EDP auditors.

4-503.4 Computer Assisted Audit
Techniques Branch

The Computer Assisted Audit Tech-
niques (CAATS) Branch of the Technical
Services Center provides EDP guidance
and assistance for computer-assisted au-
dit applications using DCAA DIIS soft-
ware or similar computer programs. In
addition, CAATS is responsible for coor-
dination and control of computer pro-
gram development to ensure adequate
dissemination of new and/or refined
computer audit techniques to field offices
and to avoid duplicate effort.

4-503.5 EDP Branch

a. The EDP Branch of the Technical
Services Center provides EDP technical
guidance, support, and assistance in all
aspects of mainframe computer related
audits including automated information
access, retrieval, displaying, and report-
ing; capacity planning; computer perfor-
mance evaluation; and system tuning.
The EDP Branch also provides direction
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and assistance in using generalized data
management and data manipulation soft-
ware packages (both commercially avail-
able and TSC developed) such as SAS,
TSO/ISPF, IBM Ultilities and JCL, ROS-
COE, EZ-TRIEVE, File-Aid, DATAT-
RAK, and D-NET. Additionally, this
branch will design and write special-pur-
pose mainframe COBAL programs on
request.

b. The EDP Branch also coordinates
and controls use of the DCAA/TSC ma-
inframe computer system located at the
Technical Services Center.

4-503.6 Special Programs Branch

The Special Programs Branch of the
Technical Services Center provides guid-
ance and assistance for applications in-
volving E-Z-Quant (DCAAP 7641.91),
PC Cost Analyzer (DCAAP 7641.74),
Flexible Progress Payments-CASH Mod-

el (9-1406), Lease versus Purchase Analy- |

sis (LVPA) (7-200), and Financial Ac-
counting Standard Board (FASB) State-
ment 13 (7-203.1). In addition the branch
provides onsite and written directions for
complex applications of statistical sam-
pling (Appendix B), correlation analysis
(Appendix E), and improvement curves
(Appendix F). Also provided is data
needed for LVPAs of computer equip-
ment such as residual values, market
values, and list prices.

4-504 Generalized Audit Software on
Contractor EDP

4-504.1 Overview of Generalized Data
Retrieval Software

a. Generalized software can provide a
convenient and cost-effective means to
select, sort, and list contractor data
stored on EDP media, without the need
to develop unique computer programs
for each data retrieval. The concept of
generalized software covers a wide range
of generalization-from the broadest-pur-
pose operating system utilities, to special-
ly-designed inquiry programs used only
with a single application data base such
as one contractor’s production control
system. Retrieval packages that have
been specifically designed for (1) audit
applications or (2) contractor-peculiar
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data base applications will usually best
serve our needs. However, contractors
may use either more specialized or more
generalized programs to support contract
audit requirements for EDP data.

b. As a minimum, audit software pack-
ages will permit selection of EDP records
randomly as well as by other, nonstatisti-
cal decision criteria applied to each rec-
ord processed. Minimum program fea-
tures for contract audit needs include
stratified sampling and dollar unit sam-
pling (see Appendix B).

¢. Some of the more sophisticated EDP
audit packages permit selections based on
data relationships between successive
records and comparisons among data in
multiple files. This may include use of
data files input by the auditor; for exam-
ple, using a generalized EDP program to
track labor charges to sensitive accounts.
As a general rule, including more power-
ful software capabilities reduces the ease
of using the most commonly needed
features.

| 4-504.2 DCAA Data Retrieval on

Contractor EDP (DATATRAK)

DATATRAK is a generalized software
package which is installed on contractors’
systems to retrieve, sort, and summarize
large volumes of data. Input data must be
in a sequential file format. Specific oper-
ational guidance is in DCAAP 7641.89.
Information necessary to run the pro-
gram is supplied by the auditor and input
to the program at execution time. Addi-
tionally, DATATRAK 3PC is available
for use on the microcomputer.

4-504.3 DCAA Computer Performance
Evaluation (CPE) on Contractor EDP

System Evaluation Software (SES) is a
computer software package developed by
DCAA to perform an analysis of a con-
tractor’s computer performance data.
SES is used to validate contractor provid-
ed information. This validation is one of
the tools auditors use in the verification
of the contractor’s system of internal
controls. After the package is installed on
the contractor’s system, performance
data tapes are read by SES and reports
are generated which assist the auditor in
determining the system’s level of perfor-
mance efficiency. Technical assistance by
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a computer specialist may be required
and :can be obtained from the Regional
Office or the EDP Branch of the Techni-
cal Services Center.

4-504.4 DCAA Netting Evaluation
Technique (D-NET)

D-NET is a generalized software pack-
age which is installed on a contractor’s
computer system to analyze and evaluate
the appropriateness of the various factors
used by the contractor’s MRP II/MMAS
system to stock, order, cost, assign, trans-
fer, expend, and scrap material resource
assets. Parameters required to run the
program are supplied by the auditor or
computer specialist at program execution
time (see 6-308).

4-504.5 Using Non-DCAA Audit
Software

a. General-purpose computer programs
are commonly used by contractors’ inter-
nal and independent auditors to sample
and analyze electronic data. Such pack-
ages are available from computer manu-
facturers, service companies, and soft-
ware vendors. A number of public ac-
counting firms, the Internal Revenue
Service, and other Federal agencies aiso
have developed or adopted programs
oriented specifically toward audit re-
quirements.

b. The contractor may choose to use a
program of this type, available on its
system, to support contract audit data
requirements. This may be appropriate,
for example, where a requirement would
exceed the capabilities of DATATRAK
and other data retrieval software. You
may need to consult with an EDP special-
ist concerning the validity of a particular
program and ways to maintain audit
control over program execution.

4-505 Exception Analysis on
Contractor EDP

a. As a basic feature of both internal
accounting control and administrative
control, the contractor should routinely
use its EDP system to identify any unusu-
al or sensitive transactions and condi-
tions reflected in data being processed.
Following the principle of management
by exception, some contractors also pro-
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gram their EDP systems to identify sig-
nificant deviations from expected cost
and performance results such as stan-
dards, production targets, budgets,
C/SCSC cost and time milestones, etc.
Much of this routine contractor excep-
tion data will also serve contract audit
requirements.

b. Review available contractor excep-
tion data before starting extensive manu-
al audit procedures or designing tailor-
made EDP audit programs. Exceptionalily
large entries, missing document numbers,
and credits to cost accounts are a few of
the data items which the auditor may
need to have identified by the contrac-
tor’'s EDP equipment. Such outputs will
normally be readily available as basic
records in a well-designed EDP system. If
not, make appropriate recommendations
fs'%r2 ():ontractor system improvements (14-

¢. In areas of special government con-
cern, however, it may be appropriate for
the contract auditor to obtain output
listings and analyses not routinely pre-
pared by the contractor for its own pur-
poses (4-506).

4-506 Special Audit Analyses on
Contractor EDP

a. The electronic processing of certain
sensitive contract costs may require non-
routine computer output for contract
audit review purposes. Examples include
entries which:

(1) Have been found to include signifi-
cant amounts of sensitive contract costs.

(2) Have been found to require exten-
ded compliance and/or substantive test-
ing as a result of current findings in other
audit steps.

(3) Must be accessed for follow-through
audit steps such as to compare system
output with the results of physical obser-
vations or other audit tests (for example,
floor checks of specific departments or
inventory counts of specific items).

b. As suggested by the examples given,
such requirements may be relatively stan-
dard from period to period, or may be
nonrecurring in details but standard in
general form.

¢. Where warranted by the frequency of
such audit requirements, make local
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working arrangements for the contractor
to handle them. Regular use of general-
ized software, including DATATRAK
and other data retrieval programs (4-504)
and coordination with external and inter-
nal auditors (4-502.4), should expedite
contractor response to such require-
ments.

4-507 Computer-Assisted Audit
Summarization and Schedule
Preparation

A significant portion of required con-
tract audit effort is preparing summary
working papers, verifying extensions and
footings in contractor cost submissions,
and developing audit report exhibits and
schedules. There are several software
packages available on the DCAA DIIS
subsystem which perform spreadsheet
analyses, working papers preparation,
and word processing.

4-508 Using EDP for Supplemental
Analysis

Use of computers in mathematical ap-
plications decreases the opportunity for
human error and eliminates the time-
consuming process of performing the
calculations manually, leaving more time
available for audit work. Computers can
much more efficiently perform the math-
ematical computations required in evalu-
ating statistical samples, graphic and
computational analysis, and improve-
ment curve analysis. DCAAP 7641.91,
and Appendixes B, E, and F describe the
use of the E-Z-Quant DIIS software pro-
grams to perform such tasks as the gener-
ation of random numbers within speci-
fied ranges, determination of sample
sizes, appraisal of sampling results, and
fitting of improvement curves and other
regression equations to data. In addition,
software is available to compute burden
allocations, calculate moviag averages,
appraise work sampling results, and de-
termine the cost effect of lease-vs.-buy
decisions.

4-509 Encouraging Contractor EDP
Applications to Reduce Contract
Audit Impact

a. EDP applications to satisfy audit
requirements are in many instances also
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useful to the contractor for planning,
controlling, and decisionmaking. There-
fore, the contractor will frequently write
computer programs for its own use or
prepare a program for installation on the
suggestion of the contract auditor, if the
application has internal use or significant
benefit to the contractor (see 4-502.3c.).
An easily identifiable contractor benefit
may be the time saved through a signifi-
cant reduction in administrative support
to the auditors.

b. In other situations, data required by
audit may be the normal by-product of a
well-designed contractor computer sys-
tem. In such instances, do not hesitate to
make appropriate recommendations for
contractor system improvements,

¢. Subsequent paragraphs of this sec-
tion provide examples of contractor EDP
applications to reduce the impact of
contract auditing.

4-509.1 Reconciliation of Contract Cost
Representations to Cost Records

a. Public vouchers, requests for prog-
ress payments, contract closing propos-
als, and related cost statements submit-
ted by contractors do not normally reflect
contract costs as recorded in the basic
accounting records. Normal reconciling
items include both timing differences and
permanent differences such as:

(1) Cost exclusions required by con-
tract terms; for example, unallowable
COStS.

(2) Accrued costs that must be paid
before submission for reimbursement, or
before inclusion in progress payment
requests.

(3) Withholdings, costs in excess of
ceilings, etc.

(4) Approved indirect cost billing rates
that differ from the contractor’s current
applied rates.

5) Costs requiring specific contracting
officer approval (may include certain
leve)ls or types of purchases, overtime,
etc.).

b. A well-designed EDP billing applica-
tion can save both the contractor and
auditor valuable time. Time-consuming
and error-prone manual adjustments can
be reduced, along with extra work and
delays caused by incomplete or unclear
reconciliations by contractor personnel.
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System objectives, from the contractor’s
viewpoint, may include:

(1) To increase control over the accura-
cy and completeness of government con-
tract cost billings and related general
ledger accou..is. This includes optimal
billings of contract withholdings.

(2) To reduce manual billing effort,
including time spent resolving questions
with government representatives.

(3) To accelerate the billing cycle, pos-
sibly improving cash flow if delayed
billings are a factor.

(4) To simplify preparation of final
contract cost statement reconciliations.

c. Key features of an effective EDP
billing system are outlined below. (The
description is oriented toward separate
file processing, but the features can also
be incorporated into an integrated cost
accounting data base system.)

(1) For each billing period, the appro-
priate summary of direct cost input by
billable order is automatically posted
from cost ledger input files to the billing
ledger file. (The term “order” includes a
contract or subcontract, or separate task
orders, etc., which must be billed sepa-
rately.) At this point, any potentially
nonbillable direct costs should, when
possible, be automatically coded as such
in the billing ledger data based on pro-
grammed criteria applied to cost ledger
source codes. This would include unpaid
accrued costs, and costs subject to special
approval requirements or other contract
limits.

(2) The billing system also provides for
input to segregate any nonbillable direct
costs that cannot be identified by the
program and to move costs to the billable
category when/if required conditions
have been met. For example, another
input may be needed when subcontract
accruals have been paid. Billing ceilings,
withholding requirements, etc.. are also
input and used to control total cumula-
tive billings by order.

(3) Billable and nonbillable direct cost
input is separately accumulated by indi-
rect cost base by fiscal year, for each
order. “Non-burden-bearing” and/or
“special-burden-bearing™ costs fall into
one or more separate categories by fiscal
year by order.
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(4) Two sets of indirect cost rates by
fiscal year (currently applied in cost led-
gers and currently billable) are input to
the billing system whenever they change.
The system applies billable indirect rates
to appropriate base costs to provide cur-
rent billable costs by order. The effects of
base and rate adjustment: for each year
are separately identified.

(5) The system records billings actually
submitted so current net billable costs by
order are always known. Negative bal-
ances produce automatic credit billings
or other needed exception output. (The
contractor may also choose to track the
receipt of contract payments in the same
system.)

(6) With the data available, the system
can readily provide any needed reconcili-
ations and exception reports by order, by
fiscal year, and at the total system control
level. Final contract cost statement rec-
onciliations may also be produced auto-
matically.

4-509.2 Segregation and Control of Data
Rejections, Corrections, and Adjustments

a. Sound accounting control over con-
tract costs should include procedures to
identify and appraise the nature and
extent of data rejected by the EDP edits,
and adjustments and corrections made to
data processed through the EDP system.
Continuous review should ensure that all
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rejected data is promptly reintroduced
and that adjustments and corrections are
adequately supported and authorized. A
well-designed EDP system with built-in
controls over rejected data. adjustments,
and corrections can save time for both
the contractor and DCAA.

b. One soun. technique for sensitive
data files is to have the EDP system date
and serially number each rejected trans-
action, store a copy in a suspense file, and
automatically track tnat each one is re-
submitted. With a suspense file system,
internal control listings can compare re-
jected and resubmitted entries. Periodic
exception reports should flag excessive
time lags in processing corrections and
specific departments or cost areas that
caus2 excessive rejections.

¢. Some contractor systems intermingle
normal EDP input entries with correc-
tions and adjustments. Such a system
design creates a large and unnccessary
burden for other interna! control and
audit procedures. The computer can be
used to segregate adjustments and correc-
tions quite easily through use of separate
identification codes in the transaction
entries. Appropriate programs can then
make needed analyses of all transactions
that alter data previcusly processed. Also.
special exception reports can readily alert
management and internal auditors to
unusual cost adjustment activity.
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4-600 Section 6 -

4-601 Introduction

This section states the procedures for
audit sampling on a judgmental or statis-
tical basis. Detailed guidance is in Ap-
pendix B, Statistical Sampling Tech-
niques.

4-602 Sampling

Audit sampling can be classified into
the two main categories of estimation
and acceptance sampling. The sampling
method used depends on desired audit
objectives.

a. Estimation sampling provides an
answer to the question of either how
many or how much, and can be further
classified into sampling for attributes and
sampling for variables. The purpose of
attributes estimation sampling is to esti-
mate the frequency with which items fall
into certain categories (how many), such
as compliance with internal controls. The
purpose of variables estimation sampling
1s to provide an estimate of average or
total value (how much), such as the total
questioned amount in a bill of materials.
Estimation sampling provides a point
estimate of the actual frequency (in at-
tributes sampling) or value (in variables
sampling) that exists in the universe or
stratum. It also enables the auditor to
assess the sample’s reliability, or how
much reliance to place on the point
estimate. This feature, consisting of an
estimate of the sampling error, shows
how far the point estimate might be from
the value obtainable from total review.

b. Acceptance sampling, which can also
be subdivided into attributes or variables
sampling, differs from estimation sam-
pling in that its purpose is simply to
either accept or reject a statement of
condition. In this case, consideration of
sampling error is incorporated in the
acceptance criteria. Acceptance sampling
is not intended to provide information
regarding how good or tad a statement or
representation might be.

¢. Throughout this manual the auditor
is advised to “‘test check™ a procedure, to
make verifications “‘on a selective basis”
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or to review a ‘“‘representative number”
of transactions or items. These instruc-
tions recognize that a complete review of
all the transactions which support a pro-
posal, claim, or other form of financial
representation generally is unnecessary or
impractical. Review of all representations
may be required when a few transactions
or items of large amounts are involved or
when it is necessary to develop detailed
information devoid of sampling error,
such as in the case of support for legal
action. In most instances, however, it is
possible to support a professional opin-
ion regarding a contractor’s representa-
tion by reviewing a limited number of
transactions on a sampling basis.

d. It is usually more efficient to group
or stratify items to be tested into two or
more categories, one group or stratum to
be reviewed in its entirety and the re-
maining groups or strata to be reviewed
on a sampling basis. When an item has
been selected for review, the review must
be completed, regardless of difficulty, to
provide statistical integrity of sample
results. When initial examinations dis-
close excessive misrepresentations or fre-
quency of error, it may be appropriate to
discontinue the review, abandon statisti-
cal interpretation of sample results, and
issue an opinion on the basis of the
strength of the evidence provided by the
initial sample items. In the case of accep-
tance sampling, the auditor might devel-
op a sampling plan that provides for
curtailment of sampling when no signifi-
cant error appears in a preliminary sam-
ple, as explained in the material on the
use of preliminary samples in Appendix

4-603 Scope and Degree of Testing

The scope and degree of testing is a
matter of judgment by the auditor. The
decision will be influenced by prior expe-
rience, materiality, sensitivity, and other
factors, including recognition of the im-
portant factor that only a statistical sam-
ple can be defended as truly objective. In
selecting the items to be tested, and in
determining the extent of the examina-
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tion, the following guidelines should be
considered:

(a) All large transactions should be
considered for examination (the meaning
of “large” will vary; thus, a $1,000 item
in a $10,000 claim would deserve atten-
tion, but the same item would not be
“large” in a $10 million indirect cost pool
in which the government shares a small
percentage).

(b) All transactions of an unusual or
sensitive nature should be reviewed.

(c) More extensive tests may be neces-
sary in areas where procedures or internal
controls are known to be weak or where
deficiencies were disclosed in previous
audits, where errors or items of a ques-
tionable nature are more likely to occur
in certain departments or in records
produced by certain categories of em-
ployees, during certain periods of reor-
ganization, or where personnel are as-
signed unfamiliar tasks.

(d) The lapse of time since previous
tests should be considered.

(e) Special attention should be given to
those areas where incorrect charges
would have the greatest effect on the
costs to the government.

() Trend mformation from previous
audits should be considered.

(g) Other transactions should be tested
where the total amount may be signifi-
cant in the aggregate.

4-604 Method of Selecting Sample
Items

a. The method of selecting the sample
items affects the interpretation of the
results. The results of a randomly select-
ed sainple can be objectively applied to
the stratum from which the sample is
drawn because the sample items are
drawn without regard for their possible
outcome upon review. Judgmentally se-
lected samples lack this feature because it
cannot be indisputably demonstrated
that some items in the strata are not
favored for selection over others on the
basis of their possible outcomes. Further-
more, only with random sample selection
can the reliability of the sample results be
determined.

b. A randomly selected sample, often
referred to as a statistical sample because
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statistical principles can be applied to it,
is one in which each item in a stratum
has an equal probability (or chance) of
being selected. More broadly, a statistical
sample is one which each item in the
stratum has a determinable chance of
being selected. The manner of selection
of the items must preclude any personal
influence as to which items are included
in the sample. Judgment and knowledge
of the subject area, however, are neces-
sary in defining the sampling unit and
what constitutes an error or deficiency, in
deciding where to stratify, and in design-
ing the sarpling plan. There is no limit
on the amount of judgment that is used,
provided it is not allowed to influence the
selection of sample items. Random sam-
ple selection procedures are discussed in
Appendix B.

c. Statistical sampling for variables
(estimation sampling) can be performed
1n two ways, depending on designation of
the sampling unit. With physical unit
sampling, each item (physical unit) in a
stratum has an equal chance of being
selected. With dollar unit sampling
(DUS), each dollar in the stratum has an
equal chance of selection. Dollar unit
sampling is sometimes referred to as
probability proportionate to size (PPS)
sampling because, although each dollar
has an equal chance of selection, the
physical units containing the sampling
(dollar) units have a probability of selec-
tion that is proportional to their size.
Except for the option of a stratum for
total review, the need for stratification
based on physical unit magnitudes is
eliminated in DUS. The appropriate use
of these two methods is discussed in
Appendix B.

d. A judgmental sample is one in which
individual judgment has influenced the
selection of sample items. Although judg-
mental sampling results cannot be used
to make totally objective inferences re-
garding conditions of the entire stratum
or universe, they might be adequate in
some circumstances to form an audit
opinion. For example, if a judgmental
sample reveals a high degree of inaccura-
¢y in a price proposal, the entire proposal
may be rejected. Although a judgmental
sample may be acceptable, there is no
way of estimating the reliability of the
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results or guaranteeing their objectivity.
Such qualities are available only through
statistical sampling or total review of the
stratum or universe.

4-605 Sampling Policy

a. Because of its many advantages,
including objectivity and overall defensi-
bility, statistical (probability) sampling
will be used, if feasible, wherever an
audit involves tests or selected transac-
tions or items in order to express an
opinion regarding the entire area (uni-
verse) from which the selection was
made. If statistical sampling is not used
in these circumstances, an explanation
should be given in the working papers.

b. Where statistical sampling methods
are used, the report may include a state-
ment to that effect. In expressing an
opinion as to the results of sampling for
variables (estimation sampling), only one
projected value or amount will be used,
that single amount (point estimate) hav-
ing been developed from the sample
results by either the difference (or mean)
method or the ratio method as discussed
in Appendix B. No comments will be
made as to confidence level (assurance)
or confidence interval (tolerance). These
comments and supporting data and com-
putations will, however, be included in
working papers.

c. For audit purposes, items stratified
for detailed or more intensive examina-
tion will not be considered a part of the
sample area (universe); hence, the results
will be appraised separately from the
statistical evaluation of the sample result.

d. Where appropriate, the statistical
sample result should be projected